University of Mississippi

eGrove
Industry Guides (AAGs), Risk Alerts, and
Checklists

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1-1-2008

Real estate and construction industry developments - 2008; Audit
risk alerts
American Institute of Certified Public Accountants

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_indev
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants, "Real estate and construction industry developments 2008; Audit risk alerts" (2008). Industry Guides (AAGs), Risk Alerts, and Checklists. 1108.
https://egrove.olemiss.edu/aicpa_indev/1108

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Industry Guides (AAGs), Risk Alerts,
and Checklists by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.

2008

A U D IT

R IS K

A L E R T

Real Estate and
Construction
Industry
Developments

Strengthening Audit I ntegrity
Safeguarding F inancial Reporting

2008

A U D IT

R IS K

A L E R T

Real Estate and
Construction
Industry
Developments

Strengthening A udit I ntegrity
Safeguarding F inancial R eporting

Copyright © 2008 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
1 2 3 4 5 6 7 8 9 0 AAP 0 9 8

Real Estate and Construction Industry Developments— 2008

III

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements
of real estate and construction entities with an overview of recent economic,
industry, technical, regulatory, and professional developments that may affect
the audits and other engagements they perform.
This publication is an other auditing publication as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however, they
may help the auditor understand and apply the Statements on Auditing Stan
dards.
If an auditor applies the auditing guidance included in an other auditing publi
cation, he or she should be satisfied that, in his or her judgment, it is both rele
vant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This doc
ument has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Keira A. Lichtenstein, CPA
Technical Manager
Accounting and Auditing Publications
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Real Estate and Construction Industry Developments—2008

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your real
estate and construction industry audits. It can also be used by an entity's in
ternal management to address areas of audit concern. The information herein
can assist you in achieving a more robust understanding of the business, eco
nomic, and regulatory environment in which your clients operate. This impor
tant tool can help you identify the significant risks that may result in the ma
terial misstatement of financial statements. Moreover, it delivers information
about emerging practice issues and current accounting, auditing, and regula
tory developments.
.02 This alert is intended to be used in conjunction with AICPA Com
prehensive Audit Risk Alert—2008 (product no. 022339kk). This alert can be
obtained by calling the AICPA at (888) 777-7077 or visiting www.cpa2biz.com.
You should refer to the full text of accounting and auditing pronouncements as
well as the full text of any rules or publications that are discussed in this alert.

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.03 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists of an understanding
of the following aspects:
•

Industry, regulatory, and other external factors

•
•

Nature of the entity
Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

•

Measurement and review of the entity's financial performance

•

Internal control, which includes the selection and application of
accounting policies

.04 Real estate and construction entities may be subject to specific risks
of material misstatement arising from the nature of the business, the degree
of regulation, or other external forces (for example, political, economic, social,
technical, and competitive forces).
.05 The auditor should obtain an understanding of the entity's objectives
and strategies and the related business risks that may result in material mis
statement of the financial statements. Business risks result from significant
conditions, events, circumstances, actions, or inactions that could adversely af
fect the entity's ability to achieve its objectives and execute its strategies, or
through the setting of inappropriate objectives and strategies. Just as the exter
nal environment changes, the conduct of the entity's business is also dynamic,
and the entity's strategies and objectives change over time. An understanding
of business risks increases the likelihood of identifying risks of material mis
statement. However, the auditor does not have a responsibility to identify or
assess all business risks. Most business risks will eventually have financial
consequences and, therefore, an effect on the financial statements. However,
not all business risks give rise to risks of material misstatement.
ARA-CON .05
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.06 After obtaining a sufficient understanding of the entity and its envi
ronment, including its internal control, an auditor should identify and assess
the risks of material misstatement at the financial statement level and at the
relevant assertion level related to classes of transactions, account balances, and
disclosures based on that understanding.
.07 Understanding and properly addressing, as necessary, the matters pre
sented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial state
ments, and strengthen the integrity of your audits.

Economic and Industry Developments
The State of the Economy
.08 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client op
erates. Economic activities relating to factors such as interest rates, availability
of credit, consumer confidence, overall economic expansion or contraction, in
flation, and labor market conditions are likely to have an effect on the entity's
financial statements being audited.
.09 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and property
within the United States and increases as the economy grows. According to
2008 third quarter advance estimates, real GDP decreased at an annual rate
of 0.3 percent, which is down significantly from the 2.8 percent increase in real
GDP during the second quarter of 2008.
.10 The unemployment rate remained relatively unchanged during 2007,
holding between 4.4 percent and 5.0 percent, with an annual average rate of 4.6
percent. However, during 2008, the unemployment rate has risen. As o f Septem
ber 2008, the unemployment rate was 6.1 percent, representing approximately
9.5 million people.
.11 The target for the federal funds rate remained stable at 5.25 percent
from June 2006 to September 2007 when the Federal Reserve began decreasing
rates. Since the first rate decrease in September 2007, the Federal Reserve has
decreased rates a total of 4.25 percentage points to 1.0 percent as of the end
o f October 2008. The Federal Reserve noted in its October press release that
the pace of economic activity appears to have slowed markedly, owing impor
tantly to a decline in consumer expenditures. Business equipment spending
and industrial production have weakened in recent months, and slowing eco
nomic activity in many foreign economies is damping the prospects for U.S.
exports. Moreover, the intensification of financial market turmoil is likely to
exert additional restraint on spending, partly by further reducing the ability
of households and businesses to obtain credit. Inflation has been high, but the
Federal Open Market Committee, which sets the nation's monetary policy, be
lieves that the decline in energy and other commodity prices and the weaker
prospects for economic activity have reduced the upside risks to inflation.

Real Estate and Construction Industry Trends
and Conditions
.12 As of September 2008, the real estate and construction industries in the
U.S. employ approximately 9.2 million people (preliminary figures, seasonally
ARA-CON .06
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adjusted), according to the Bureau of Labor Statistics. This is comprised of 2.1
million in the real estate industry and 7.1 million in the construction industry.

.13 According to the Bureau of Economic Analysis, the real estate and
rental and leasing industry composed 12.6 percent of the country's GDP in
both 2006 and 2007; by contrast, the construction industry was 4.8 percent of
the country's GDP in 2006 and declined to 4.1 percent in 2007.
.14 Since early 2007, the decline in the residential market has sent shockwaves through the entire U.S. economy. The affected parties from the housing
market downturn range from homeowners to investment banks to investors in
real estate companies. Though analysts and experts disagree about whether
we have hit bottom yet, the overwhelming sentiment is that a further decline is
likely. According to the New York Times, from 2001 to 2007 domestic financial
indebtedness grew from $8.5 trillion to $14.5 trillion, with home mortgage debt
responsible for $5.1 billion (or 85 percent), increasing from $4.9 trillion to $10
trillion. In 2007, the total indebtedness was three times the size of GDP. This
type of scenario has not occurred since the Great Depression. Some experts
have attributed the current situation to the perfect storm of circumstances:
rising home values, historically low interest rates, loosening underwriting and
lending standards, unprecedented high loan to value ratios, and the notion that
housing is a fail-safe investment.
.15 The combination of the state of the economy, the failures and subse
quent takeovers of banks, and the actions taken by the U.S. Treasury during
2007 and 2008 is unprecedented. Real estate and construction companies have
been and will continue to be affected. Some of the possible effects include coun
terparty default risk, concentration on liquidity, shrinking balance sheets due to
asset write-downs, increased focus on recourse versus nonrecourse debt, tenant
defaults leading to greater allowances for doubtful accounts and write-offs, and
a general lack of opportunity for activity and investment in the marketplace.
.16 The construction industry has been strongly affected by the real estate
market's slowdown, and its negative effects are projected to continue at least
through the latter half of 2009. In addition to the state of the economy, the
construction industry must also face rising energy and material costs, which
experts estimate will only continue to rise. In September 2008, the U.S. Cen
sus Bureau reported that the rate of seasonally adjusted annualized new sin
gle family home sales decreased 33.1 percent compared with September 2007.
From December 2007 to March 2008, the amount of new home sales decreased
monthly by 0.5 percent, 4.2 percent, and 10.3 percent respectively, before in
creasing between March and April 2008 by 5.7 percent. Sales then decreased
5.0 percent from April to May, and 3.1 percent from May to June. In the third
quarter of 2008, the amount of new home sales was slightly erratic by increas
ing 3.6 percent from June to July, decreasing 12.6 percent from July to August,
and then increasing 2.6 percent from August to September.
.17 However, select nonresidential construction segments are expected to
sustain their 2007 growth through 2008. These segments include power, en
ergy, communication, hospitals, and higher education. An additional offsetting
factor to the decrease in the construction of new homes is existing-home ren
ovations by people unable to purchase new homes in this market. Aging baby
boomers who want to remain in their homes are also a growing component of
the remodeling segment.
ARA-CON .17
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Real Estate Industry Segment Conditions
Residential M arket Conditions
.18 The real estate residential market has continued to experience chal
lenging times, with most experts not anticipating a turnaround in the near
future. According to the National Association of Realtors (NAR), the seasonally
adjusted annualized rate of existing home sales increased 5.5 percent from Au
gust to September 2008; however, it rose 1.4 percent compared with September
2007. As of mid-October 2008, the number of mortgage applications decreased
26.6 percent from a month prior and 32.8 percent from the prior year's mort
gage applications. September 2008 median existing housing prices also dropped
9 percent compared with the prior year.
.19 Option adjustable rate mortgages (ARMs) became popular during the
peak of the residential real estate cycle. The defining characteristics of an option
ARM include the ability to make minimum payments in the beginning that
do not cover any principal and do not necessarily cover all the interest. Any
unpaid interest is added to the loan balance up to a certain dollar threshold.
At that point the loan is recast (that is, recalculated) as a standard amortizing
principal loan. The interest rates usually increase to typical mortgage rates
after the first few months. According to Credit Suisse, by April 2009 monthly
option recasts will reach $5 billion and will peak around January 2010 at $10
billion. O f the option ARMs issued in 2006, approximately 13 percent were
60 days delinquent within the first 18 months of issuance. As of mid-2008, 1
million borrowers have option ARMs, and only a small number of those ARMs
have been recast, which explains the overwhelming estimates for recasting in
2009 and 2010. Additionally, of the approximately $500 billion of outstanding
option ARM loans, 60 percent are attributable to California homeowners.
.20 According to RealtyTrac, a total of 265,968 foreclosures were filed in
September 2008, which was 12 percent less than the number of those filed in
August 2008, but 21 percent more than those filed a year earlier (in Septem
ber 2007). This is equivalent to 1 out of every 475 U.S. households. Properties
receiving foreclosure filings are highly concentrated in Nevada, where 1 out of
every 82 households is in foreclosure, compared to Florida (1 of every 178), and
California (1 out of every 189). Regions with the fastest and greatest growth
during the real estate boom have also fallen the fastest and hardest during
this downturn. Many mortgages in trouble are associated with homes located
in affordable outskirts of expensive cities.
.21 The causes of the residential real estate downturn are numerous, with
the result being larger than the sum of its pieces due to their unique interaction.
Speaking about the general real estate market, a PricewaterhouseCoopers June
2008 Global Real Estate Now article noted, "The velocity and froth that accom
panied the rush to 'do deals' created a highly competitive environment that led
both issuers and investors to act in favor of the greater greed rather than the
greater good." With rising real estate values, historically low interest rates, and
abundant sources of liquidity, both banks and borrowers entered into riskier
than normal mortgages. These mortgages had little to zero money down, high
loan to value ratios, teaser interest rates, and decreased to nearly nonexistent
scrutiny of income verification. Essentially many borrowers received mortgages
they could not afford, and banks took on additional risk. After years of what
some experts identified as a crisis waiting to happen, the real estate bubble
burst, and the residential real estate industry is trying to pick up the pieces.
ARA-CON .18
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.22 Another market greatly affected by the residential real estate down
turn is the securitization market, both residential and commercial. In terms of
residential, the biggest market makers of mortgage backed securities are Fed
eral Home Loan Mortgage Corp (Freddie Mac) and Federal National Mortgage
Association (Fannie Mae), both of which have implicit government backing. In
the early weeks of the third quarter of 2008, concerns began to mount around
the capitalization of these two government-sponsored entities (GSEs). To calm
market sentiment and inject confidence into the markets, the U.S. Treasury
Department and Federal Reserve Bank proposed (and subsequently passed) a
bill authorizing the administration to make loans and investments in the two
publically traded GSEs (including establishing a line-of-credit and purchasing
stock in). In early September 2008, the U.S. Treasury Department exercised this
ability and acquired $1 billion of preferred shares in each GSE and pledged to
provide the GSEs up to $200 billion to weather the current real estate hous
ing market. These preferred shares are the most senior class of equity and
will therefore receive their 10 percent dividend yield first. Additionally, the
U.S. Treasury, for a nominal sum, received warrants equivalent to 79.9 percent
ownership in each GSE. These plans put the GSEs under a conservatorship.
Their regulator, the Federal Housing Finance Agency (FHFA), will control the
GSEs until it deems the entities financially healthy. The executives and board
of directors of both GSEs are also being replaced. The U.S. Treasury will limit
the size of each entity's mortgage portfolios to $850 billion as of year-end 2009.
Immediately following this time, the entities will decrease their mortgage port
folios by approximately 10 percent per annum until they each hold $250 billion.
This has changed the perception of the two GSEs from being implicitly govern
ment backed to explicitly government backed.
.23 Many banks are also in the business of creating securitizations—
even though these securitizations are primarily built on commercial loans.
Although securitization is a powerful investment tool that creates liquidity
and diversification, it is a highly leveraged vehicle with complicated risks. Not
all investors and banks fully understood the risks or the underlying assets
(residential mortgages or commercial loans) they were investing in. The cycle
perpetuated itself as mortgages were securitized, put into collateralized debt
obligations (CDOs) to be securitized again, and purchased by investors. This is
partly why the decline has stretched so far and affected so many businesses and
investors.
.24 As the situation evolved and delinquencies began increasing in the
residential market, lenders were unable to sell the loans they had already made.
In addition, the secondary market dried up with executives nervous about the
quality of the assets, the riskiness of these investments, and the soundness of
the financial institutions. This inhibited banks from being able to sell loans for
securitizations, which reduced liquidity and lending activity even more. This
is further exacerbated by defaulting homeowners and imminent foreclosures
of homes that may not be worth their outstanding loan value. A survey by the
Real Estate Research Corporation garnered the following information on the
availability of capital: On a scale of 1 to 10 (10 being the highest), those surveyed
reported their sentiment on the availability of capital of 8.7 in the first quarter
of 2007, 5.5 in the fourth quarter of 2007, and 4.7 in the first quarter of 2008.
.25 Although most experts do not believe the residential market has hit
bottom yet, general sentiment is that it will come back and regain the confidence
of investors as a strong investment vehicle over time.
ARA-CON .25
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.26 The multifamily housing rental market has also been negatively af
fected by the residential real estate conditions. According to NAR, vacancy rates
are expected to rise to 5.7 percent by the end of 2008, up from 4.8 percent at
the end of 2007. An explanation for this trend is that the second half of 2008
will produce an increase in first time home buyers due to declining prices and
the recently implemented tax credit for first time home buyers. According to
CB Richard Ellis (CBRE), other factors shifting vacancy upward include job
losses and supply increases. However, the increase in supply is not only from
completed construction of for-rent buildings, but also from previously for sale
condominiums being made available to rent. This phenomenon is only expected
to increase as more condominium buildings are completed without a matching
increase of demand to buy. This will continue to push vacancy rates up and
encumber rent growth.
.27 As of October 2008, 14 residential apartment Real Estate Investment
Trusts (REITs) are in the FTSE National Association of Real Estate Investment
Trusts (NAREIT) U.S. Equity REIT Index. As of October 2008, this subsector
of the FTSE NAREIT Equity REIT Index had 1 and 3 year compounded annual
total returns o f -4.15 percent and 8.64 percent, respectively. When compar
ing these one and three year compounded annual total returns to the other
residential subsectors of the FTSE NAREIT Index, the residential apartment
subsector has the best returns. The other residential subsectors include the
manufactured homes subsector (1 and 3 year compounded annual total returns
of -7.89 percent and 0.05 percent, respectively) and the home financing sub
sector (1 and 3 year compounded annual total returns of -24.84 percent and
-20.58 percent, respectively). Although the positive returns of apartment RE
ITs are not overwhelmingly high, they exhibit the lesser effects suffered by this
subsector from the residential downturn.
Office M arket Conditions
.28 The office market has been affected by the overall negative state of
the economy to varying degrees. According to Colliers International, the first
quarter of 2008 was the first quarter since 2003 with negative net absorption
of approximately 3.7 million square feet. The second quarter of 2008 continued
this trend with overall negative net absorption of 1.4 million square feet. Addi
tionally, at the end of the first quarter of 2008, overall office vacancy increased
to 12.97 percent and by the end of the second quarter o f 2008 rose an additional
27 basis points to 13.24 percent. This marks the third quarterly increase in
vacancy rates. Of this second quarter 2008 increase, Class A central business
district vacancies rose 60 basis points to 10.17 percent, and Class A suburban
vacancies rose 42 basis points to 14.26 percent. A contributing factor to the
increases in vacancy rates and the negative net absorption is new office space
availability, which is expected to remain at a consistently high level for the next
few quarters of 2008 and into 2009.
.29 Despite those circumstances, downtown and suburban rents experi
enced slight increases consistent with the past two years. Weighted average
annual downtown Class A rents are at $50.10 per square foot and suburban
Class A rents are at $28.70 per square foot compared with $49.90 and $28.80
in the first quarter of 2008, and $48.60 and $28.68 in the fourth quarter of
2007, respectively. The cities with vacancy rates above 20 percent as of the end
of the second quarter 2008 include Fairfield, Pleasanton/Walnut Creek, San
Jose/Silicon Valley, and Stockton/San Joaquin County. On the other side of the
spectrum are Boise and Charlotte with vacancies under 5 percent.
ARA-CON .26
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.30 Office investment activity has been affected more by the economy than
the office rental market discussed previously. According to Real Capital Ana
lytics, September 2008 real estate property sales volume (for properties over
$5 million) is 57 percent lower than September 2007, and the cumulative yearto-date decrease through September 2008 is 77 percent. The general sentiment
for all players in the real estate office market is one of hesitation due to uncer
tainty of the market—both its current state and future outlook. Two additional
contributing factors are (1) buyers and sellers cannot agree on valuations and
(2) most owners do not feel pressure to dispose of property for a price they be
lieve to be too low. February 2008 produced the sharpest decline in commercial
property prices in the last 15 years according to Standard & Poor's.
Industrial M arket Conditions
.31 The industrial real estate market has also not been immune to the
economic downturn. The national vacancy rate increased by approximately 60
basis points to 8.52 percent, and negative net absorption equaled 9.6 million
square feet in the second quarter of 2008, as opposed to 26.3 million square feet
in the last quarter of 2007, according to Colliers International. A contributing
factor to this statistic is considerable construction completion despite declining
demand. Although these completions are expected to continue in the upcoming
quarters of 2008, the amount being completed is expected to decline over the
same timeframe due to the downward trend in new development activity. One
slight offsetting factor is a weak dollar that has lowered the price of American
products to foreigners and, therefore, increased the demand for manufacturing
real estate to make these products.
.32 According to Colliers International, 2008 rents through the second
quarter have remained relatively stable overall, with a modest 1.3 percent
year to date decrease and a 0.8 percent decrease from first to second quar
ter 2008. When disaggregated by segment for year-to-date 2008 through June,
stronger trends emerge with bulk space rents increasing by 11.8 percent, flexible/service space rents decreasing by 3.2 percent, and technology/research and
development space rents decreasing by 9.8 percent. According to Real Capital
Analytics, industrial real estate property sales volume (for properties over $5
million) has slowed during 2008 with transaction volume down by 80 percent
when comparing September 2008 to September 2007 and a 2008 year-to-date
decline of 59 percent through September 2008.
.33 According to Colliers International, through the end of the second quar
ter of 2008, the industrial real estate markets with the lowest square footage of
net absorption were Chicago, with negative 4.9 million; San Jose/Sillicon Val
ley, with negative 3.98 million; and Los Angeles, with negative 3.0 million net
absorption. The markets with the highest square footage of absorption were
Dallas/Ft. Worth, with 5.1 million; Houston, with 3.6 million; and Central New
Jersey, with 2.9 million. When analyzed in conjunction with square footage
currently under construction in these markets, some consistency was lacking.
Chicago, with the worst absorption for the quarter, had the third highest square
footage under construction at 11.5 million square feet, which implies a contin
ued downward trend. Additionally, Los Angeles, with the third worst net ab
sorption, is approximately 980,000 square feet above the average amount of
square feet currently under construction in a survey of 56 U.S. cities. However,
San Jose/Silicon Valley had lower than average square footage currently un
der construction, which could help this market. The two largest markets for
industrial space currently under construction at the end o f the second quarter
ARA-CON .33
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o f 2008 are in line with absorption statistics: Los Angeles (Inland Empire) with
15 million and Dallas/Ft. Worth with 12 million.

Retail M arket Conditions
.34 The economic slowdown and increase in gas prices have left consumers
with less disposable income; therefore, they have been curtailing their retail
spending. Two slightly offsetting factors include (1) the economic stimulus
checks and tax refunds from the government and (2) increased tourism spend
ing due to the weak dollar. Retailers that have been largely unaffected by the
current scenario include grocery stores and general merchandisers (for exam
ple, Target) because the items they sell are considered necessities. Additionally,
luxury and couture retail brands have not been greatly affected due to the high
wealth level of their clientele.
.35 According to Reis, a New York based real estate research company,
neighborhood and community shopping center vacancies increased by 90 basis
points during the second quarter of 2008 to 8.2 percent. This is the highest
vacancy rate since 1995. Regional and super regional mall vacancies increased
70 basis points during the second quarter of 2008 to 6.3 percent, the highest
vacancy rate since the first quarter of 2002. In terms of retail space, neigh
borhood shopping centers typically have up to 150,000 square feet, community
centers have between 100,000 and 350,000, regional malls between 400,000 and
800,000, and super regional malls at least 800,000 square feet. However, rents
have continued to increase by nominal amounts. Neighborhood and community
shopping centers experienced a 0.4 percent increase in asking rent in the sec
ond quarter of 2008 compared with 0.5 percent growth in the first quarter of
2008 and 0.8 percent growth in the second quarter of 2007. Regional and super
regional malls experienced a 0.2 percent growth in rent in the second quarter
of 2008, compared to 0.4 percent growth in the first quarter of 2008, and 0.9
percent in the second quarter of 2007. According to Colliers International, total
national shopping center vacancies are not expected to rise past 10 percent.
Retail development is led by mixed-use properties for the second year in a row,
with traditional neighborhood centers second and lifestyle centers third.
.36 According to Real Capital Analytics, retail real estate property sales
volume (for properties over $5 million) has slowed during 2008 with transaction
volume down by 78 percent when comparing September 2008 to September
2007 and a 2008 year-to-date decline of 72 percent through September 2008.
All parties are hesitant to enter into transactions given the general uncertainty
about the economy.
Hospitality M arket Conditions
.37 According to Lodging Econometrics, the total construction pipeline at
the end of 2008's second quarter is still strong, with an increase of 9.3 percent
or 67,000 rooms over 2007's fourth quarter for a total o f 786,000 rooms in the
pipeline. Construction starts increased 35 percent in 2007, and the first quarter
of 2008 produced the highest amount of construction starts in the last decade.
However, during the second quarter of 2008, the housing crisis affected the
hospitality industry with 327 projects cancelled, the highest number since the
fourth quarter of 2001 in response to the September 11th terrorist attacks.
Second quarter 2008 construction project starts also declined 17 percent from
first quarter 2008 to 381 projects started. However, this is still considered a
normal level and approximates statistics from the third quarter o f 2007. A June
ARA-CON .34
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2008 forecast predicts 1,218 hotel openings in 2008 and 1,508 hotel openings
in 2009, with 63 percent of these rooms already under construction. Financing
is becoming increasingly more difficult to source, and this is expected to result
in a decline of projects in the pipeline going forward. The underlying rationale
for the overall strength of the hospitality industry, in spite of the recessionary
economy, is related to hoteliers' continued ability to obtain financing albeit at
tighter standards. Additionally, the hospitality industry is accustomed to the
hotel business cycle of 7-11 years, which goes from downturn (which has begun),
transition, and expansion.

.38 September 2008 data released from Smith Travel Research presents
the key statistics of North America's hospitality market's overall health. Yearto-date key industry measures show occupancy down 3.0 percent at 62.9 per
cent, average daily rate up 3.7 percent at $107.41, and revenue per avail
able room up 0.6 percent at $67.58 when compared with year-to-date Septem
ber 2007.

Real Estate Investment Trusts
.39 Interest and investment in REITs has increased dramatically from the
creation of REITs in 1960, and especially over the last 10 years. According to
the National Association of Real Estate Investment Trusts (NAREIT), average
daily dollar trading volume has significantly increased from $413 million in
July 1998 to $892 million in July 2003 to $4.6 billion in July 2008. In the first
nine months of 2008, public REITs raised $16.4 billion of capital via secondary
equity offerings of $11.2 billion and secondary debt offerings of $5.2 billion.
Through September 2008, there have been only two initial public offerings.
The table following illustrates the high and low points of REIT initial public
offerings since 2002.

Y ea r

N u m b e r o f R E IT
In itia l P u b lic
O fferin g s

C a p ita l R a ise d

2002

3

$ 608,000,000

2003

8

$2,646,000,000

2004

29

$7,980,000,000

2005

11

$3,789,000,000

2006

5

$2,271,000,000

2007

4

$1,820,000,000

2008 (through
September)

2

$ 491,000,000

.40 Although all types of public REITs have seen decreases in their
stock prices, the FTSE NAREIT Mortgage REIT Index has experienced acutely
steeper declines when compared with the FTSE NAREIT Equity REIT Index.
As of September 2008, there are 19 mortgage REITs (9 home financing and 10
commercial financing) that compose the FTSE NAREIT Mortgage REIT Index.
As of September 2008, this index had 1 and 3 year compounded annual total
returns o f -30.82 percent and -22.07 percent, respectively. When examining 1
and 3 year compounded annual total returns as of September 2008, the best
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performing REITs were health care specialty REITs (24.46 percent and 18.34
percent, respectively), followed by self storage REITs with (23.38 percent and
13.01 percent, respectively). The FTSE NAREIT All REIT Index price expe
rienced a 28.31 percent gain in 2006, a 21.39 percent decrease in 2007, and
a 44.38 percent decrease through mid-October 2008. Based on the state of to
day's market, REITs appear poised to continue to face a challenging immediate
future.

Construction Industry Conditions
Construction Put in Place
.41 Construction put in place is one the nation's key economic indicators
as reported by the U.S Census Bureau and represents the value o f construction
installed or erected at a construction site during any given period. This includes
the cost of materials and labor, the contractor's profit, costs of architects and
engineers, overhead, and all interest and taxes paid. According to August 2008
statistics, on a seasonally adjusted annual rate by the U.S Census, total con
struction put in place decreased 5.9 percent from August 2007. Over the same
timeframe, private construction put in place decreased 10.5 percent, and public
construction put in place increased 7.7 percent.
Rising Construction Sectors
.42 As noted by the Associated General Contractors of America (AGC),
nonresidential construction experienced strong growth in 2007, and 2008 is ex
pected to follow this trend. Five types of projects with strong expected spending
growth include power, energy, communication, hospitals, and higher education.
The power segment includes power plants, wind and solar facilities, and trans
mission lines. This power spending is coming from a variety of project types,
including design stages, upgrades and changes on existing power facilities re
lated to environmentally friendly power production, and experimental projects.
.43 According to AGC, the strength in construction spending on energy
is primarily attributed to additions at oil refineries, onshore oil and gas devel
opment, biodiesel and renewable diesel plants, and chemical manufacturing.
2008 is expected to bring a 20 percent increase in energy construction spending.
Given the tremendous growth in cellular phones and other mobile hand-held
devices in addition to the increase of sound and video files transmitted electron
ically, construction spending on cell-phone towers and data centers are on the
rise as well. This trend is expected to continue strong through 2008; however,
the state of the economy could stunt this growth.
.44 The fourth expected segment of increased construction spending, ac
cording to AGC, is hospitals. Given the ever-evolving health care treatments
and increased reliance on technology, hospitals need renovations to accommo
date the new equipment, wiring, plumbing, and air handling equipment. Lastly,
higher education is also expected to see strong growth in 2008. Many colleges
with endowments or capital campaigns are using the money earned from stock
market gains and appreciation on construction. These are large projects that
will boast this sector's spending for years to come.
Public & Private Construction
.45 Examining the sectors of public and private construction put in place
based on data from the U.S. Census results in the emergence of different
ARA-CON .41

Real Estate and Construction Industry Developments— 2008

11

patterns. August 2008 data compared to August 2007 data showed similar total
nonresidential construction increases in both the public and private sectors, as
did the health care, and transportation segments. Other segments were consis
tently increasing or decreasing, yet they also exhibited percentage differences
between the changes in public versus private sectors exceeding 10 percent. The
office segment experienced 7.4 percent growth in the private sector and 24.7
percent increase in the public sector; the power segment experienced 31.1 per
cent growth in the private sector and only a 9.0 percent increase in the public
sector. The segments that exhibited different patterns were residential con
struction and education construction. Compared with the same month o f the
prior year, August 2008 private residential construction experienced a 28.4 per
cent decrease, but public residential construction increased 4.2 percent, which
is not unexpected given the differing market forces affecting private and public
residential construction. Private and public education construction decreased
3.0 percent and increased 8.1 percent in August 2008 compared with the same
month of the prior year, respectively. Lastly, in both sectors, the commercial
and amusement and recreation segments decreased in August 2008 compared
with August 2007.

.46 Regarding segments exclusive to one sector, public construction
showed double digit percentage increases in public safety and water supply,
and private construction showed double digit increases in manufacturing and
lodging. The largest decreases in each sector were residential construction in
the private sector and commercial construction in the public sector.
Residential Construction
A 1 In September 2008, the U.S. Census reported the following seasonally
adjusted annual statistics from September 2007 to September 2008 for new
privately-owned residential construction:

•

31.1 percent decrease in new privately owned housing units
started

•

17.3 percent decrease in new privately owned housing units under
construction

•

20.4 percent decrease in new privately owned housing units com
pleted

This is primarily attributed to the market attempting to correct itself from
over-building during 2003-2005, estimates the chief economist at the NAR.
Currently there is an over-saturation of new homes on the market and few
buyers in sight. Based on population growth estimates and the number of homes
demolished annually, approximately 1.6 million new homes are needed each
year. During 2003-2005, roughly 1.2 million excess homes were built, which
has led to the current state of substantially decreased building. It is estimated
the country's supply will balance out to the average 1.6 million new demands
per year by the end of 2009, which will necessitate a sharp increase in building
by 2010 to keep up with demand.

Construction Cost Trends
.48 The inputs of construction vary widely depending on the category
of construction and are measured by the Bureau of Labor Statistics through
producer price indexes (PPI), which show how price changes over time. For
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example, according to AGC, in 2007 wood products were 14 percent of the PPI
for inputs to single unit residential construction and 1 percent of the PPI for
highway and street construction. From December 2003 to July 2008, the PPI for
construction inputs rose 44.1 percent. This was primarily driven by the price of
diesel fuel. The Energy Information Administration noted the October 27, 2008
U.S. price of on highway diesel at $3.576, an increase of $0.501 or 16.3 percent
from 1 year earlier. However this is a sharp reduction from the July 2008 peak
of $4.703.

.49 Each construction input is anticipating a different trend this year.
According to AGC, steel prices are expected to rise 5 percent in 2008. This is
attributable to how energy intensive steel is, specifically the crude oil required
to create it. The U.S. steel companies have been able to pass along these in
creased costs as the weak dollar and increased shipping costs inhibit a U.S.
domestic purchaser from buying foreign steel. Concrete prices are expected to
rise nominally by 2 -4 percent. This net increase in price comprises an increase
from fuel prices, decreases from less residential building, and an increased sup
ply due to U.S. concrete producers who increased production facilities during
the height of the residential real estate market in early 2006. Diverse uses
of copper in construction and other products means a steady demand for it.
However, the supply of copper is somewhat limited because only a few mines
can extract it. Additionally, many of these mines are in countries that expe
rience political and civil unrest, natural disasters, and power shortages. The
expectation for 2008 is that the average price of copper will increase at least 10
percent over 2007 prices. Another key input for construction is gypsum, which
is used primarily in wallboard and plaster. Once single family construction
started declining in early 2006, the price of gypsum fell dramatically. When the
residential construction market was booming, the wallboard producers strug
gled to keep up with demand and began creating additional plants. Now these
plants are coming online and adding to the mismatch of supply and demand.
Prices are expected to decrease 10 to 20 percent in 2008. When combined, the
overall expectation for construction input prices is a 6-8 percent increase over
2008.
.50 It is also important to consider the price of labor, as it typically ac
counts for half the cost of any given construction project according to AGC.
Employment for residential construction has fallen; however, most construc
tion workers have been absorbed into nonresidential projects. On the whole,
construction compensation and, therefore, labor costs are expected to increase
to help attract workers to the industry during this shortage.

Surety Industry Trends
.51 The largest influence on the surety industry is the state of the econ
omy. In the current environment of minimal residential construction, contrac
tors from that field are flooding the nonresidential market. This has led to
increased bidding, lower profit margins for contractors, and increased defaults
according to the Surety Information Office. The role of surety companies in this
environment becomes more important than ever.
.52 According to the Surety Information Office, 2008 should be a profitable
year for surety companies because most contractors will be filling backlogged
orders from the booming construction times of prior years. Also, substantial
construction in the nonresidential market is expected to taper off by the end of
2010. However, increased risk is expected to surface given the projected future
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defaults of contractors stemming from the general state o f the economy and
the residential workforce entering the nonresidential market. Although many
residential contractors have successfully transitioned to the nonresidential sec
tor, a substantial portion will show their lack of experience via poor decision
making, and surety companies will be forced to remedy the situation. As noted
by the Surety Information Office, "New entrants may miss costs that lead to
change order requests. Substandard performance may surface. The contractor
may be inadequately financed. Experience may be lacking for the scope of work
they are attempting. Access to qualified labor may not be available. Material
and resource suppliers may not have experience with the new player, leading
to material scarcity and difficulty in locking down prices. Additionally, bank
ing relationships may not exist to cover payment terms on larger, or public,
projects."

.53 Surety companies employ long-term management strategies, which
may position them well for potential upcoming losses given the success they
experienced during the real estate boom of prior years.

Going Green
.54 As demands for social responsibility continue to evolve, so does the
increase in construction of environmentally friendly, or green, buildings. Ac
cording to the U.S. Green Building Council, buildings are responsible for
38 percent of carbon dioxide emissions, 71 percent of electricity consump
tion, 39 percent of energy use, 12 percent of water consumption, and 40 per
cent of nonindustrial waste. This explains the strong push to make them
green.
.55 Other contributing factors to the current and projected increase of
green buildings include regulatory mandates, government incentives, and re
cent studies proving the valuable rewards to be gained. This surge in growth
has necessitated the emergence of the Leadership in Energy and Environmental
Design (LEED) Green Building Rating System. LEED is a third-party certifica
tion that designates a building as environmentally responsible, profitable, and
a healthy place to live and work. According to Rosenberg Real Estate Equity
Funds (RREEF), a business of Deutsche Bank's Asset Management Division,
many cities are even beginning to include LEED standards in their building
codes. One of the strongest selling points, financially speaking, of being green is
the savings on utility bills. Studies have shown a green building uses an aver
age 30 percent less energy than a conventional building. Additionally, studies
show design features of green buildings promote happier, more productive, and
healthier workers. This type of data has and will continue to create demand for
green buildings.
.56 According to RREEF, the premium for constructing a green building as
opposed to a traditional building is nominal if planned properly. Additionally,
the numerous incentives for building green more than offset any increase in
building costs. Renovating traditional buildings to be green is not as straight
forward regarding the net benefit, given the diversity o f characteristics of ex
isting buildings. LEED construction has grown at a compound average rate of
50 percent per annum over the past 3 years and is expected to do so for the next
few years. Lastly, government incentives for building green are expected to be
replaced by requirements in the upcoming years.
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Legislative and Regulatory Developments
Commercial Real Estate Loans
.57 A commercial real estate loan is categorized as a loan to buy an office
building or a retail center. It also includes construction loans, land development,
and other land loans irrespective of what will be built (even residential construc
tion). These types of commercial loans were securitized in the same fashion as
residential mortgages and with the same ferocity. In mid-2007 subprime resi
dential loans started making headlines, and rating agencies announced that un
derwriting standards of commercial loans had also loosened. Executives started
examining what they held in their portfolios and began demanding higher risk
premiums for commercial mortgage backed securities (CMBS), which forced the
CMBS market to a standstill. However, where the commercial market differs
from the residential market is delinquencies. Through the first quarter o f 2008,
the Fitch U.S. CMBS Loan Delinquency Index was hovering around an all time
low. At the beginning of 2008 the index was at 27 basis points and increased
to 33 basis points by the end of 2008's first quarter and to 45 basis points by
the end of September 2008. It almost seemed as if the commercial market was
guilty by association. According to the Commercial Mortgage Securities Associ
ation, in the first 3 quarters of 2008, there were $12.1 billion CMBS issuances
compared with $196.9 billion and $130.2 billion for the same time periods of
2007 and 2006, respectively.
.58 However, as 2008 continues, the commercial market is slowly exhibit
ing signs of defaults and delinquencies, which is expected to continue. Fitch Rat
ings expects default rates on the collateral behind CMBS to increase towards 80
basis points, which approximates the historical average. Overall, commercial
real estate loan performance is also expected to worsen over 2008, particularly
due to the drop in residential construction loans. Spreads on CMBS have in
creased dramatically in recent periods causing sharp decreases in value. For
example, according to Commercial Mortgage Securities Association (CMSA),
spreads on AAA-rated 10 year CMBS over swaps has increased approximately
250 basis points from 2007 year end to over 300 by September 2008. It is be
lieved that the market based valuations of CMBS do not accurately reflect the
underlying strong fundamentals of the commercial real estate market. Fitch
Ratings noted, "The recent valuation declines in the CMBS market imply nearcatastrophic credit conditions. We do not expect such a severe decline in the
credit quality of commercial real estate loans and CMBS-related assets."

Proposed Taxation Changes
.59 If passed, there are two bills that would greatly affect real estate
private equity and hedge fund companies and publicly traded partnerships.
Both bills would change how these types of entities would be taxed with a
result of greater income tax expense. These bills could change legal structures
of new and existing entities in addition to dissuading entities from going public
or even causing an entity to delist from an exchange.
.60 The key measure of the first bill, which was approved in June 2008
by the House of Representatives, would be an increase in taxes on private
equity firms and hedge fund managers. This increase, along with the other tax
increases proposed in the bill, is why the bill is expected to be rejected by repub
licans in the Senate. The bill proposes to tax the income from carried interest
of private equity and hedge fund investment managers at the ordinary rate of
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35 percent, as opposed to the 15 percent being paid now given the capital gain
classification. The notion of changing the tax rate started gaining press after
private equity and hedge fund companies started going public in early 2007.

.61 The second bill was introduced to the Senate in June 2007 and would
tax publicly traded partnerships that directly or indirectly earn income as an
investment advisor or asset manager as corporations. This would change the
tax rate from 15 percent to 35 percent. By introducing this bill, some experts
say the initial goal of greater transparency of these types of entities is com
pletely negated because they will be dissuaded from going public. If enacted,
the transition period would delay the application of this law for five years.

Withholding Tax on Government Contracts
.62 Starting January 1, 2011, a new law will require federal, state, and
local governments to withhold 3 percent from all payments for goods and ser
vices as a guard against possible business tax evasion. This far reaching new
requirement was inserted as a last minute revenue raiser into the Tax Recon
ciliation Act of 2005 that was signed by the president in May 2006 and will
affect other industries as well. The law applies to all government payments for
products and services made by any federal, state, or local government that has
total annual contracts of at least $100 million. A number of construction related
organizations are working to have this section of the Tax Reconciliation Act of
2005 repealed.
.63 A key consideration of the repeal contingency is that the 3 percent
withholding tax would be on the total contract, as opposed to the true taxable
income at the end of the construction project, which is only the profit. This
essentially creates a cash flow timing issue that could result in cash flow defi
ciencies when the construction company pays the government too much in tax
upfront and receives it back from the government months later. This is prob
lematic given the nominal margins in the construction industry, which rarely
meet or exceed 3 percent according to the AGC.
.64 For example, if a small business contractor holds one government con
tract estimated to be completed in one year for $10 million, this law requires
withholding of $300,000 on that contract. Meanwhile, the contractor expects
to net approximately 2.5 percent, or $250,000, after paying for supplies, ser
vices, subcontractors, and other ordinary business expenses. The tax on the
revenue generated is at most 35 percent, which means the maximum tax owed
on the $10 million project is $87,500 (35 percent of $250,000). Ultimately, the
government has withheld $300,000 for $87,500 in tax liability.
.65 Additionally, surety companies review cash flow when deciding
whether or not to insure a contract. This withholding will force the surety com
panies to charge higher rates for their coverage, which will hurt the construction
industry even more. The Withholding Tax Relief Act of 2007 was introduced in
March 2007 to repeal this withholding tax, but no further action has been taken
at the time of this writing.

Government Intervention
.66 Due to the gravity of the situation affecting the U.S. economy, on Octo
ber 3, 2008, Congress passed and the president immediately signed the Emer
gency Economic Stabilization Act. As stated in section 2 of the bill, it "Provides
authority to the Treasury Secretary to restore liquidity and stability to the U.S.
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financial system and to ensure the economic well-being of Americans." Primary
components of this bill include (a) an allocation of $700 billion to stabilize the
U.S. financial system; (b) creation of an oversight board, executive compensa
tion rules, and other corporate governance rules for any entities that partic
ipate; (c) increase of the statutory limit on public debt from $10.0 trillion to
$11.3 trillion; (d ) temporary increase of Federal Deposit Insurance Corporation
(FDIC) insurance limits; (e) restatement of the Securities and Exchange Com
mission's (SEC's) authority to suspend the application of Financial Accounting
Standards Board (FASB) Statement No. 157, Fair Value Measurements; and
(f) the requirement of the SEC to conduct a study on the impact and effects of
FASB Statement No. 157.

.67 The complete effects of this bill will take time to be felt throughout the
economy, though the hope is for an increase in market sentiment soon after its
placement into legislation. Less than two weeks after this bill was signed into
law, the U.S. Treasury announced a proposal to buy preferred equity stakes in
numerous financial institutions and thereby inject cash into the credit markets
of up to $250 billion. The varying methods the U.S. Treasury will employ to
achieve the goal of the Economic Stabilization Act will be seen in the coming
months and years.
.68 Additionally, there are several initiatives currently offered and in the
pipeline to help homeowners at risk of foreclosure. On July 30, 2008, the pres
ident signed a housing bill with numerous key components. The first group of
provisions is related to the two GSE's liquidity concerns. Through the end of
2009, both GSEs will be provided an unlimited line of credit from the Trea
sury, and the Treasury is authorized to purchase stock in both entities, which
occurred in September 2008. Both entities also have an increased maximum
loan limit and will be required to make annual contributions to a fund used
to finance rental units for certain low income families. Lastly, the FHFA was
created to supervise both GSEs (and control them under conservatorship un
til they are financially sound) and the Federal Home Loan Bank System. An
example of the supervision measures is that the FHFA will apply corporate
governance provisions of the Sarbanes-Oxley Act being to the GSEs. These in
clude the certification of financial statements, codes of ethics, loan prohibitions,
and independent audit committees. Secondly, the Federal Housing Administra
tion (FHA) is authorized to guarantee up to $300 billion of new 30 year fixed
rate loans to enable borrowers to refinance existing troubled loans. Due to the
restrictive qualifications needed to refinance a loan under this program, the
Congressional Budget Office estimates that approximately 400,000 homes will
be able to participate in this refinancing program, and only $68 billion (of the
$300 billion) will actually be used. Any involved lenders must agree to take
a sizeable loss by reducing the principal of the loan balance before any refi
nancing can occur. Third, a tax credit of $7,500 would be created for first time
homeowners in an attempt to stimulate housing demand. The tax credit essen
tially functions as an interest free loan that the homeowner must repay over
15 years. Lastly, the bill would provide $3.9 billion of emergency assistance aid
to the hardest economically hit areas of the country.
.69 Some measures in place before the previously referenced bill was
passed include FHA Secure and Hope Now. FHA Secure enables homeown
ers with non-FHA adjustable rate mortgages to refinance into a FHA insured
mortgage, subject to certain restrictions. Another initiative, formed at the en
couragement of the Department of Treasury, is Hope Now, which is an alliance
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between credit counselors, homeowners, counselors, mortgage servicers, and
mortgage market participants. The alliance reaches out to homeowners to help
them keep up with their mortgage payments to prevent foreclosures.

Audit and Attestation Issues and Developments
Audit Risks Arising From Current Economic Conditions
.70 As mentioned previously in the "Government Intervention" section,
in September 2008, unprecedented events occurred in the financial markets,
including the failure of a major investment bank, the acquisition of several
investment and commercial banks (including some that required assistance
from federal agencies), and the placement into conservatorship of Fannie Mae
and Freddie Mac. Further, several foreign financial institutions received as
sistance from their national governments or entered into similar acquisition
agreements. Additionally, on September 17, 2008, a significant publicly regis
tered money market fund declined below the industry standard of $1.00 per
share on a market value basis due to a combination of holdings of short-term
securities issued by the failed investment bank and major shareholder redemp
tions. As a result of these events, the condition of the fixed income markets
worsened. Almost overnight, corporations and financial institutions generally
recognized as creditworthy began experiencing difficulty borrowing money in
the financial markets. The Emergency Economic Stabilization Act was the re
sponse to these events.
.71 Generally, many fixed income markets became extraordinarily illiq
uid in late September 2008, resulting in a substantial increase in risk over the
valuation assertion for virtually any kind of fixed income security o f any du
ration. Concerns about the possibility of significant redemptions from various
types of funds grew, and reports of certain private funds either placing lim
its on redemptions, freezing the ability to redeem entirely, or determining to
commence an orderly wind-down of operations began circulating. Thus, subse
quent events reporting considerations and assessment of some entities' "going
concern" status take on added importance in the current environment.
.72 AICPA staff has issued a new nonauthoritative Technical Practice
Aid (TPA) Technical Questions and Answers (TIS) section 1100.15, "Liquid
ity Restrictions" (AICPA, Technical Practice Aids). It addresses the potential
accounting and auditing implications when a fund or its trustee imposes re
strictions on a nongovernmental entity's ability to withdraw its balance in a
money market fund or other short-term investment vehicle. The TPA covers
balance sheet classification, disclosures, debt covenants, subsequent events,
and going concern considerations, among other things. The TPA can be found
at www. aicpa.org/do wnload/acctstd/TIS 1100_15.pdf.
.73 Recent economic conditions may cause additional risk factors that had
not existed or did not have a material effect on audit clients in prior years.
When obtaining an understanding of the external factors that affect the entity
and the risks associated with those factors, the auditor may consider whether
conditions exist that indicate risks of material misstatement. Some examples
that relate to economic conditions are as follows:
•

Constraints on the availability of capital and credit

•

Increased costs for materials leading to higher overhead and costs
of goods sold
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•

Going concern and liquidity issues

•

Marginally achieving explicitly stated strategic objectives

•

Reduced demand for construction, residential real estate, and
commercial real estate

•

Declining property values

•

Use of off-balance-sheet financings, special-purpose entities, and
other complex financing arrangements

•

Volatile real estate markets and the credit crisis, which result in
significant measurement uncertainty, including accounting esti
mates and fair value measurements

•

Changes in the entity's supply chain, including surcharges on
transportation

•

Operations that are exposed to volatile markets, which may in
clude oil or currency markets

.74 Although many of these risks are not new to business, consideration
of the many ways a client is affected by external forces is part of obtaining an
understanding of the entity and its environment and will allow the auditor to
plan and perform the audit to address those risks.
Consideration of an Entity's Ability to Continue as a Going Concern
.75 The consideration of an entity's ability to continue as a going concern is
required in every audit performed under generally accepted auditing standards
(GAAS), and is an especially important consideration in the current state of
the residential market and the overall economy. It is important to note the
time frame for this consideration is one year beyond the date of the financial
statements. If the auditor believes there is a substantial doubt on the entity's
ability to continue as a going concern, the next steps are to obtain management's
plans to mitigate the effect of such conditions and then assess the likelihood
these plans can be effectively implemented.
.76 Some examples of indicators that there could be substantial doubt
about the ability of the entity to continue as a going concern include, but are
not limited to, the following:
•

Negative trends such as negative cash flows from operating ac
tivities, recurring operating losses, or working capital deficiencies
(for example, less than 5-10 percent of a construction contract
amount) or lack of the ability to obtain additional financing

•

Other indications of financial difficulties such as defaults on debt,
debt covenants, or both; arrearages in dividends; the need to seek
new sources of financing; denial of surety credit or usual trade
credit; or the disposal of substantial assets

•

Inadequate capitalization, which could inhibit general operations
of a construction contractor

•

Internal matters such as turnover in key management positions
like CEO, CFO, controller, and project manager, or substantial
dependence on the success of a particular investment or project

•

Entrance into a new market for which the entity might not have
the required expertise to successfully compete (for example, new
types of projects, new investment strategy, or new geographic
areas)
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•

External matters such as legal matters or market conditions

•

Increase in job size or number of jobs for construction contractors,
which necessitates greater management skills due to the inherent
increased complexities
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.77 If an auditor determines there is a substantial doubt about an entity's
ability to continue as a going concern, the auditor should communicate with
those charged with governance of the entity in accordance with AU section
341, The Auditor's Consideration o f an Entity's Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1). AU section 341 provides guid
ance to an auditor with respect to evaluating whether there is substantial doubt
about an entity's ability to continue as a going concern and what the auditor
should do when a going concern exists.
Using the Work o f a Specialist
.78 It may be necessary to use a specialist (such as a real estate appraiser,
securities valuation expert, or construction engineer) to assist in auditing com
plex or subjective matters during the audit. Examples of matters where an
auditor may engage a specialist are valuation issues, reasonableness determi
nation of amounts derived from specialized techniques or models, assistance in
construction job site visits, or implementation of technical requirements, reg
ulations, or legal documents. AU section 336, Using the Work o f a Specialist
(AICPA, Professional Standards, vol. 1) provides guidance to auditors in using
specialists. The guidance in AU section 336 is applicable when the specialist
is hired by management or if the auditor engages the specialist. However, if
a specialist employed by the auditor's firm participates in the audit, AU sec
tion 311, Planning and Supervision (AICPA, Professional Standards, vol. 1) is
applicable rather than AU section 336.
.79 When using the work of a specialist, the auditor should evaluate the
specialist's professional qualifications, obtain an understanding of the nature
of the work performed or to be performed, and evaluate the relationship of
the specialist to the client in terms of objectivity. Although the appropriateness
and reasonableness of the methods and assumptions employed by the specialist
are his or her responsibility, the auditor should obtain an understanding of
these qualities, test the underlying data provided to the specialist, and evaluate
the specialist's findings in the context of the audit and related assertions in
the financial statements.

Real Estate Audit and Attestation Issues and Developments
Auditing Fair Value Measurements
.80 Particular assets, liabilities, and components of equity are measured
or disclosed at fair value in the financial statements. It is management's re
sponsibility to make the fair value measurements and disclosures. When au
diting these fair values to ensure they are in conformity with generally accepted
accounting principles (GAAP), auditors should consult AU section 328, Audit
ing Fair Value Measurements and Disclosures (AICPA, Professional Standards,
vol. 1), which establishes standards and provides guidance for auditors. Spe
cific types of fair value measurements are not covered by AU section 328. For
example, when auditing the fair value of derivatives and securities, refer to AU
section 332, Auditing Derivative Instruments, Hedging Activities, and Invest
ments in Securities (AICPA, Professional Standards, vol. 1).
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.81 The strongest audit evidence to support a fair value is an observable
market price in an active market. If that is not available, a valuation method
should incorporate common market assumptions. If common market assump
tions are not available or require significant adjustments, the entity may use its
own assumptions. The auditor should obtain an understanding of the entity's
process for determining fair values, as well as whether the fair value mea
surements and disclosures are in accordance with GAAP. During this testing,
the auditor may also identify any possible indicators of impairment. Accord
ing to paragraph .23 of AU section 328, "[S]ubstantive tests of the fair value
measurements may involve (a) testing management's significant assumptions,
the valuation model, and the underlying data, (b) developing independent fair
value estimates for corroborative purposes, or (c) reviewing subsequent events
and transactions."
.82 According to paragraph .48 of AU section 328, the auditor ordinarily
should add language to the letter of representations from management regard
ing the reasonableness of significant underlying assumptions. When significant
assumptions are used or they are highly subjective, and the items being mea
sured at fair value are material, the auditor considers discussing these items
with those charged with governance of the entity.
Fair Values o f Securities
.83 The guidance in AU section 332 relating to auditing the fair value of
securities is fairly similar to the guidance in AU section 328; however, there
are some items of note for the auditor. As noted previously, quoted market
prices in active markets are the best available audit evidence to support a
fair value. However, when they are unavailable and the valuations of secu
rities are obtained from a broker-dealer or another third party source based
on valuation models, the auditor should understand the underlying valua
tion method used (such as a cash flow projection). The auditor may also de
termine it is necessary to obtain quotes from more than one pricing source
based on circumstances such as an existing relationship between the entity
and the valuing entity, which could inhibit objective pricing or underlying
valuation assumptions that are highly subjective. In the context of FASB
Statement No. 157, quoted prices in active markets are considered level 1
inputs.
.84 When an entity performs its own valuation, value testing procedures
to be taken by the auditor include assessing the reasonableness and appropri
ateness of the model, calculating the value using his or her own model, and
comparing the fair value with subsequent or recent transactions. Whether the
inputs to the entities' valuation model are observable or not determines their
characterization as level 2 or level 3 inputs, respectively, within FASB State
ment No. 157. When there is extensive judgment, consider using a specialist or
refer to AU section 342, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1). Additionally, when the underlying collateral of a security sig
nificantly contributes to its fair value and collectability of the security, evidence
of the collateral should also be examined for existence, fair value, transferabil
ity, and the investor's right to the collateral.
.85 The auditor should also evaluate management's conclusions regard
ing other than temporary impairment on its securities. Examples of factors
that could cause an other than temporary impairment per paragraph .47 of
AU section 332 include the following:
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"Fair value is significantly below cost and—
—

The decline is attributable to adverse conditions specifi
cally related to the security or to specific conditions in an
industry or in a geographic area.

—

The decline has existed for an extended period of time.

—

Management does not possess both the intent and the
ability to hold the security for a period of time sufficient
to allow for any anticipated recovery in fair value.

•

The security has been downgraded by a rating agency.

•

The financial condition of the issuer has deteriorated.

•

Dividends have been reduced or eliminated, or scheduled interest
payments have not been made.

•

The entity recorded losses from the security subsequent to the end
of the reporting period."

Additional factors to consider when determining whether a security is other
than temporarily impaired, as described in the September 30, 2008, press re
lease by the SEC Office of the Chief Accountant and FASB Staff on Clarifica
tions on Fair Value Accounting (SEC and FASB Press Release), include "length
o f time and the extent to which the market value has been less than cost; the
financial condition of the issuer; and ... the intent and ability of the holder
to retain its investment in the issuer for a period of time sufficient to allow
for any anticipated recovery in market value." The classification of an entity's
securities is based on management's intent and ability. The auditor should ob
tain an understanding of management's classification process between trading,
available-for-sale, or held-to maturity, as well as consider the classifications in
light of the entity's current financial position.

Construction Audit and Attestation Issues and Developments
Auditing Construction Contracts
.86 The accounting guidance for construction companies is contained in
Accounting Statement of Position (SOP) 81-1, Accounting for Performance o f
Construction-Type and Certain Production-Type Contracts (AICPA, Technical
Practice Aids, ACC sec. 10,330), which is described and interpreted in the
AICPA Audit and Accounting Guide Construction Contractors. Another useful
construction auditor tool is the AICPA's Practice Alert (PA) No. 00-3, Auditing
Construction Contracts (AICPA, Technical Practice Aids, PA sec. 16,170).
.87 The estimates and assumptions used by the construction contractors
are primary focuses of construction company audits. The financial statements
are based upon these estimates for each contract in place, given the prominence
of the percentage-of-completion accounting method used in the industry. Exter
nal circumstances in any given year and the area of the country in which the
construction entity operates may also affect the auditor's procedures.
.88 Another significant characteristic particular to the construction indus
try is the way contracts are won and paid out. A contractor normally bids to win
a construction project, and within that bid are the expected costs to complete
the project plus the desired profit margin, although this initial price might be
renegotiated as the project progresses. Additionally, customers will often hold
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back a certain percentage of the overall fee until the project is completed and
they are satisfied with the end product. This is known as retainage, and it is
specified in the construction contract. As the project term increases, so does the
risk for error in the original estimates to complete.

.89 According to Practice Alert No. 00-3, auditors should consider selecting
any significant or unique contracts for testing. An example of a unique contract
would be one where the company is constructing a product outside of its area of
expertise. Whether the company can estimate their costs accurately enough
to warrant using the percentage-of-completion method for revenue recogni
tion is an important consideration in this instance. Other audit procedures
that should be considered specific to the construction industry include under
standing the process for managing cash flow during the project, confirming the
contract terms plus the billing procedures, visiting construction sites, meeting
with project managers, and reviewing the aging of receivables with the related
collections.
.90 During audit procedures, it is important to ensure that any incurred
losses are recorded immediately. An entity may try to shift costs from an un
profitable contract to a profitable one in an effort to defer losses. A prime sit
uation for this behavior might be when the contractor underbids a project
by more than 5-10 percent compared with other bids. Typically the bal
ance sheet result of cost shifting is that under billings (costs and estimated
billings in excess of billings) increase and overbillings (billings in excess of
costs and estimated earnings) decrease. Audit procedures to address this issue
include
•

testing internal controls over cost coding function,

•

performing substantive job cost testing for accuracy,

•

comparing actual job costs to original bid documents,

•

testing any revised profitability estimates to original bid docu
ments,

•

testing subsequent activity by comparison to receivables and es
timates at the balance sheet date,

•

reviewing allocation of indirect job costs, and

•

performing analytics across projects for consistency of specific job
cost components (typically 25 percent of total direct costs).

.91 The four main types of construction contracts are fixed-price, unitprice, cost-type, and time-and-materials. The set fee in a fixed-price contract
scenario creates a high level of risk for both the contractor and the auditor.
To allay the auditor's fears, he or she can employ the procedures noted earlier,
along with estimation procedures discussed in the aforementioned section.
.92 When an auditor reviews loan documents, an important step is to note
any loan covenants and the consequences if a covenant is violated. If the vi
olation changes the maturity date of the loan, it is important to ensure the
debt is classified correctly as current or noncurrent on the balance sheet. An
other consequence to consider is if the violation affects other loans with the
same lending institution and the result of that violation on each lending sce
nario. Given the possible tight cash flow situations of a construction company,
a loan violation could devastate the economic health of a project or an entire
entity.
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.93 The last key items to consider are change orders (approved and unap
proved), which carry a fair amount of audit risk. Change orders are common
occurrences during the construction project and can change both the scope and
price of the work. Change orders must be signed to be executable. When a
change order is approved as to the scope of work but not price, it may only be
included in the total contract estimate after careful evaluation of all relevant
facts and circumstances. However, change orders that are unapproved or in
dispute should be evaluated as claims. According to Practice Alert No. 00-3,
"[I]f there is no verifiable evidence to support the recognition of revenue on an
unapproved change order or claim, it should not be recognized."
Auditing Construction Estimates
.94 The first step in auditing construction estimates is to identify each
occurrence and determine which are significant to the overall costs to complete
and therefore revenue recognized. When evaluating accounting estimates, the
auditor should consider, with an attitude of professional skepticism, both the
subjective and objective factors. As discussed in paragraph .09 of AU section
342, key factors and assumptions the auditor normally concentrates on include
which estimates are sensitive to variation, deviate from historical patterns,
or are particularly subjective and susceptible to misstatement and bias. How
ever, it is important to consider whether historical patterns are still applicable.
For example, in a new type of project or in a slow market, new patterns may
emerge.
.95 A useful exercise when testing estimates is to obtain an up-to-date cost
to complete and compare to estimates used as of the financial statement date.
An auditor may analyze completed contracts to both understand the historic
trends of the entity and to help identify areas where the entity has incorrectly
estimated in the past. This information can help guide an auditor.
.96 The auditor should obtain an understanding of how management de
velops estimates and should employ one of the approaches in testing that pro
cess as outlined in AU section 342 paragraph .10. In reviewing and testing
management's process the auditor may consider identifying controls around
this process and determining if the underlying data used for the estimate are
reliable and used appropriately. An auditor may develop an estimate and com
pare it to management's or even look to subsequent events. For further details
on auditing estimates, see AU section 342.
Fair Value o f Retention Receivables and Payables
.97 As noted in the general discussions of FASB Statement No. 157 and
No. 159, The Fair Value Option for Financial Assets and Financial Liabilities—
Including an amendment o f FASB Statement No. 115, an entity now has the
ability to choose to measure many financial instruments and certain other
items at fair value on an instrument-by-instrument basis and by using a de
tailed framework to determine fair value. Based on the definitions of a fi
nancial asset and financial liability in paragraph 6 of FASB Statement No.
159, retention receivables and payables in construction contracts qualify as
such.
.98 The application of these standards could allow a contractor to fair
value select retention receivables and payables and record any related loss or
income, respectively. As previously noted, AU section 328 establishes standards
and provides guidance for auditors around auditing fair value measurements.
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Because these types of fair value measurements are based on management as
sumptions, they are inherently imprecise. The auditor's knowledge of business
and industry can help evaluate the accounting for these assets and liabilities
requiring fair value measurements. According to AU section 328, "The auditor
should evaluate management's intent to carry out specific courses o f action
where intent is relevant to the use of fair value measurements... The auditor
should also evaluate management's ability to carry out those courses of action."
Some examples of ways for the auditor to corroborate management's intent and
ability from AU section 328 include
•

considering management's history of carrying out its stated inten
tions with respect to assets or liabilities;

•

reviewing written plans and other documentation, including,
where applicable, budgets, minutes, and other related items;

•

considering management's stated reasons for choosing a particu
lar course of action; and

•

considering management's ability to carry out a particular course
of action given the entity's economic circumstances, including the
implications of its contractual commitments.

.99 Auditors are encouraged to read the aforementioned FASB statements
and AU section 328 to ensure they have addressed all risks associated with
measuring fair value.

Summary of Recent Auditing and Attestation
Pronouncements and Related Guidance
.100 Presented in the following table is a list of recently issued auditing
and attestation pronouncements and related guidance. This alert is intended
to be used in conjunction with AICPA Comprehensive Audit Risk Alert—2008
(product no. 022339kk); therefore, only industry specific pronouncements
and related guidance or those of specific significance to the industry are
summarized herein. For information on auditing and attestation standards
issued subsequent to the writing of this alert, please refer to the AICPA Web
site at www.aicpa.org/Professional+Resources/Accounting+and+Auditing. You
may also look for announcements o f newly issued standards in the CPA Letter,
Journal o f Accountancy, and in the quarterly electronic newsletter In Our Opin
ion, issued by the AICPA Auditing Standards team, available at www.aicpa.
org/Professional + Resources / Accounting+ and+Auditing/Audit+ and+Attest+
Standards/Opinion. As a reminder, AICPA auditing and attestation stan
dards are applicable only to audits and attestation engagements of non
issuers.
.101 The Public Company Accounting Oversight Board (PCAOB) estab
lishes auditing and attestation standards for audits of issuers. Refer to the
PCAOB Web site at www.pcaob.org for information about its activities. You
may also review AICPA Audit Risk Alert SEC and PCAOB Developments—
2008 (product no. 022499kk), which summarizes recent developments at both
the SEC and PCAOB. This alert can be obtained by calling the AICPA at (888)
777-7077 or by visiting www.cpa2biz.com.
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Recent Auditing and Attestation Pronouncements
and Related Guidance
Statement on Auditing
Standards (SAS) No. 115,
Communicating Internal
Control Related Matters
Identified in an Audit
(AICPA, Professional
Standards, vol. 1, AU
sec. 325)
Issue Date: October 2008
(Applicable to audits
conducted in accordance with
generally accepted auditing
standards [GAAS])

Replacing SAS No. 112, Communicating
Internal Control Related Matters
Identified in an Audit, this standard
defines the terms deficiency in internal
control,significant deficiency, and
material weakness; provides guidance on
evaluating the severity of deficiencies in
internal control identified in an audit of
financial statements; and requires the
auditor to communicate, in writing, to
management and those charged with
governance, significant deficiencies and
material weaknesses identified in an
audit. It is effective for audits of financial
statements for periods ending on or after
December 15, 2009. Earlier
implementation is permitted.

SAS No. 114, The Auditor's
Communication With Those
Charged With Governance
(AICPA, Professional
Standards, vol. 1, AU
sec. 380)
Issue Date: December 2006
(Applicable to audits
conducted in accordance with
GAAS)

Replacing SAS No. 61, Communication
With Audit Committees, this standard
requires the auditor to conduct two-way
communication with those charged with
governance about certain significant
matters related to the audit and also
establishes standards and provides
guidance on which matters should be
communicated, to whom they should be
communicated, and the form and timing
of the communication. It is effective for
audits of financial statements for periods
beginning on or after December 15, 2006.

SAS No. 113, Omnibus
Statement on Auditing
Standards—2006 (AICPA,
Professional Standards,
vol. 1)
Issue Date: November 2006
(Applicable to audits
conducted in accordance with
GAAS)

This standard does the following:
• Revises the terminology used in the 10
standards of AU section 150, Generally
Accepted Auditing Standards, to reflect
terminology in AU section 120, Defin
ing Professional Requirements in State
ments on Auditing Standards (AICPA,
Professional Standards, vol. 1).
• Adds a footnote to the headings before
paragraphs .35 and .46 in AU section
316, Consideration o f Fraud in a Fi
nancial Statement Audit (AICPA, Pro
fessional Standards, vol. 1), to provide
a clear link between the auditor's con
sideration of fraud and the auditor's as
sessment of risk and the auditor's pro
cedures in response to those assessed
risks.
(continued)

ARA-CON .101

26

Audit Risk Alert
Recent Auditing and Attestation Pronouncements
and Related Guidance

• Replaces throughout the SASs the term
completion o f fieldwork with the term
date o f the auditor's report.
• Changes the convention for dating the
representation letter by requiring that
it be dated as of the date of the auditor's
report.
SAS Nos. 104-111, the risk
assessment standards
Issue Date: March 2006
(Applicable to audits
conducted in accordance with
GAAS)

The risk assessment standards provide
extensive guidance on how to apply the
audit risk model when planning and
performing financial statement audits;
focusing on identifying and assessing the
risks of material misstatements; further
designing and performing tailored audit
procedures in response to the assessed
risks at relevant assertion levels; and
improving the linkage between the risks,
controls, audit procedures, and
conclusions. These eight SASs became
effective for audits of financial statements
for periods beginning on or after
December 15, 2006.

Statement on Standards for
Attestation Engagements
(SSAE) No. 15, An
Examination o f an Entity's
Internal Control Over
Financial Reporting That Is
Integrated With an Audit o f
Its Financial Statements
(AICPA, Professional
Standards, vol. 1, AT sec. 501)
Issue Date: October 2008

This statement establishes requirements
and provides guidance that applies when
a practitioner is engaged to perform an
examination of the design and operating
effectiveness of an entity's internal control
over financial reporting (examination of
internal control) that is integrated with
an audit of financial statements
(integrated audit). This SSAE is effective
for integrated audits for periods ending
on or after December 15, 2008. Earlier
implementation is permitted.

SSAE No. 14, SSAE
Hierarchy (AICPA,
Professional Standards,
vol. 1, AT sec. 50)
Issue Date: November 2006

This standard identifies the body of
attestation literature, clarifies the
authority of attestation publications
issued by the AICPA and others,
specifies the extent of familiarity a
practitioner needs to have with various
kinds of attestation publications when
conducting an attestation engagement,
and amends the 11 attestation standards
to reflect the terminology used in AT
section 20, Defining Professional
Requirements in Statements on
Standards for Attestation Engagements
(AICPA, Professional Standards, vol. 1).
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It is effective when the subject matter or
assertion is as of or for a period ending on
or after December 15, 2006.
Interpretation No. 14,
"Reporting on Audits
Conducted in Accordance
With Auditing Standards
Generally Accepted in the
United States of America and
in Accordance With
International Standards on
Auditing," of AU section 508,
Reports on Audited Financial
Statements (AICPA,
Professional Standards,
vol. 1, AU sec. 9508 par.
5 6 -5 9 )
Issue Date: March 2002

This auditing interpretation interprets
AU section 508 and addresses the
application of AU section 508 in reporting
on financial statements prepared in
conformity with International Financial
Reporting Standards (IFRS).

Revised Date: May 2008
(Interpretive publication)
Interpretation No. 19,
"Financial Statements
Prepared in Conformity With
International Financial
Reporting Standards as
Issued by the International
Accounting Standards Board,"
of AU section 508 (AICPA,
Professional Standards, vol.
1, AU sec. 9508 par. .9 3 - .97)
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 508 and addresses the
application o f AU section 508 in reporting
on financial statements prepared in
conformity with IFRS.

Interpretation No. 2,
"Financial Statements
Prepared in Conformity With
International Financial
Reporting Standards as
Issued by the International
Accounting Standards
Board," of AU section 534,
Reporting on Financial
Statements Prepared for Use
in Other Countries (AICPA,
Professional Standards, vol.
1, AU sec. 9534 par. .0 5 -0 8 )
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 534 and addresses the
application of AU section 534 in reporting
on financial statements prepared in
conformity with IFRS.

(continued)
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Interpretation No. 3,
"Financial Statements
Audited in Accordance With
International Standards on
Auditing," of AU section 534
(AICPA, Professional
Standards, vol. 1, AU sec.
9534 par. .09-.11)
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 534 and addresses the
application of AU section 534 in audits of
financial statements prepared for use
outside the United States.

Statement of Position (SOP)
07-2, Attestation
Engagements That Address
Specified Compliance Control
Objectives and Related
Controls at Entities That
Provide Services to
Investment Companies,
Investment Advisers, or Other
Service Providers (AICPA,
Technical Practice Aids,AUD
sec. 14,430)
Issue Date: October 2007
(Interpretive publication)

This statement addresses the application
of SSAEs primarily to examination
engagements in which a practitioner
reports on the suitability of the design
and operating effectiveness of a service
provider's controls in achieving specified
compliance control objectives. Examples
of the service providers addressed by this
SOP are investment advisers, custodians,
transfer agents, administrators, and
principal underwriters that provide
services to investment companies,
investment advisers, or other service
providers.

AICPA Technical Practice Aid
(TPA) Technical Questions
and Answers (TIS) sections
1100.15, "Liquidity
Restrictions" (AICPA,
Technical Practice Aids)
Issue Date: October 2008
(Nonauthoritative)

This question and answer discusses
auditing and accounting issues related to
withdrawal restrictions placed on
short-term investments by a money
market fund or its trustee.

TIS sections 8200.05-.16
(AICPA, Technical Practice
Aids)
Issue Date: April and May
2008
(Nonauthoritative)

These questions and answers in TIS
section 8200, "Internal Control," were
developed in response to common
questions received from members
regarding the implementation of SAS
Nos. 104-111. Some of the topics include
• consideration of internal controls that
are less formal or not documented by the
client;
• whether the auditor may suggest im
provements to a client's internal control;
• assessing inherent risk in relation to the
consideration of control risk;
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• the frequency of walkthroughs that are
used as the basis for the auditor's under
standing of internal control;
• considerations in obtaining an under
standing of, evaluating, and document
ing controls that the auditor believes are
nonexistent or ineffective;
• assessing control risk at the maximum
level; and
• considerations for developing a substan
tive audit strategy.
TIS section 9120.08, "Part of
an Audit Performed in
Accordance With
International Standards on
Auditing" (AICPA, Technical
Practice Aids)
Issue Date: April 2008
(Nonauthoritative)

This question and answer discusses the
implications to the principal auditor's
report when part of an audit is conducted
by other independent auditors in
accordance with International Standards
on Auditing or another country's auditing
standards.

TIS section 9100.06, "The
Effect of Obtaining the
Management Representation
Letter on Dating the
Auditor's Report" (AICPA,
Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the auditor is required to have
the signed management representation
letter in hand as of the date of the
auditor's report. The question and answer
indicates that although the auditor need
not be in physical receipt o f the
representation letter on the date of the
auditor's report, management will need to
have reviewed the final representation
letter and, at a minimum, have orally
confirmed that it will sign the
representation letter, without exception,
on or before the date of the
representations.

TIS section 8350.01, "Current
Year Audit Documentation
Contained in the Permanent
File" (AICPA, Technical
Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the provisions of AU section 339,
Audit Documentation (AICPA,
Professional Standards, vol. 1), related to
documentation completion and retention,
apply to current year audit
documentation maintained in the
permanent file. The question and answer
indicates that AU section 339 does apply
to current year audit documentation
maintained in a permanent file, or, for
that matter, maintained in any type of file,
if the documentation serves as support for
the current year's audit report.
(continued)
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AICPA Professional Issues
Task Force (PITF) Practice
Alert (PA) No. 03-1, Audit
Confirmations (AICPA,
Technical Practice Aids, PA
sec. 16,240)
Revised: June 2007
(Nonauthoritative)

This practice alert is a response to
practitioners' current concerns about
audit confirmations and includes
discussion of improving confirmation
response rates, negative versus positive
confirmation requests, nonresponses to
positive confirmations, responses to
positive confirmation requests indicating
exception, and use of electronic
confirmations among other topics.

AICPA PITF PA No. 07-1,
Dating o f the Auditor's Report
and Related Practical
Guidance (AICPA, Technical
Practice Aids, PA sec. 16,290)
Issue Date: January 2007
(Nonauthoritative)

This practice alert provides guidance
regarding application of certain
provisions of AU section 339, primarily
related to dating the auditor's report.

Public Company Accounting
Oversight Board (PCAOB)
Auditing Standard No. 6,
Evaluating Consistency o f
Financial Statements
(AICPA, PCAOB Standards
and Related Rules, Rules of
the Board, "Standards")
Issue Date: November 15,
2008
(Applicable to audits
conducted in accordance with
PCAOB standards)

This standard and its related
amendments update the auditor's
responsibilities to evaluate and report on
the consistency of a company's financial
statements and align the auditor's
responsibilities with Financial
Accounting Standards Board (FASB)
Statement No. 154, Accounting Changes
and Error Corrections—a replacement o f
APB Opinion No. 20 and FASB Statement
No. 3. This standard also improves the
auditor reporting requirements by
clarifying that the auditor's report should
indicate whether an adjustment to
previously issued financial statements
results from a change in accounting
principles or the correction of a
misstatement.

PCAOB Auditing Standard
No. 5, An Audit o f Internal
Control Over Financial
Reporting That Is Integrated
with An Audit o f Financial
Statements (AICPA, PCAOB
Standards and Related Rules,
Rules of the Board,
"Standards")

This standard replaces the PCAOB's
previous internal control standard,
Auditing Standard No. 2, An Audit o f
Internal Control Over Financial
Reporting Performed in Conjunction With
an Audit o f Financial Statements. This
principles-based auditing standard is
designed to increase the likelihood that
material weaknesses in internal control
will be found before they result in
material misstatement of a company's
financial statements, and, at the same
time, eliminate procedures that are
unnecessary.

Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)
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Auditing Standard No. 5 is required to be
used by registered audit firms for all
audits of internal control over financial
reporting no later than for fiscal years
ending on or after November 15, 2007.
Earlier adoption is permitted and
encouraged.
PCAOB Rule 3526,
Communication with Audit
Committees Concerning
Independence (AICPA,
PCAOB Standards and
Related Rules, Rules of the
Board, "Rules")
Issue Date: August 2008
(Applicable to audits
conducted in accordance with
PCAOB standards)

Rule 3526 requires the registered public
accounting firm to
• describe, in writing, to the audit com
mittee of the issuer, all relationships be
tween the registered public accounting
firm or any affiliates of the firm and the
potential audit client or persons in finan
cial reporting oversight roles at the po
tential audit client that, as of the date of
the communication, may reasonably be
thought to bear on independence;
• discuss with the audit committee of the
issuer the potential effects of any re
lationships that could impact indepen
dence, should they be appointed as the
issuer's auditor; and
• document the substance of these discus
sions. These discussions should occur at
least annually.
The board also adjusted the
implementation schedule for Rule 3523 as
it applies to tax services. The board
agreed not to apply Rule 3523 to tax
services provided on or before December
31, 2008, when those services are
provided during the audit period and are
completed before the professional
engagement period begins. The
amendments to Rule 3523 became
effective August 28, 2008. The remaining
provisions of Rule 3526 became effective
on September 30, 2008.

(continued)
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PCAOB Rule 3525, Audit
Committee Pre-approval o f
Non-audit Services Related to
Internal Control Over
Financial Reporting (AICPA,
PCAOB Standards and
Related Rules, Rules of the
Board, "Rules")
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This rule requires a registered public
accounting firm that seeks preapproval of
an issuer audit client's audit committee to
perform internal control-related nonaudit
services that are not otherwise prohibited
by the act or the rules of the Securities
and Exchange Commission (SEC) or the
PCAOB to describe, in writing, to the
audit committee the scope of the proposed
service, discuss with the audit committee
the potential effects of the proposed
service on the firm’s independence, and
document the substance of the firm's
discussion with the audit committee.
These requirements parallel the auditor's
responsibility in seeking audit committee
preapproval to perform tax services for an
audit client under PCAOB Rule 3524,
Audit Committee Pre-approval o f Certain
Tax Services (AICPA, PCAOB Standards
and Related Rules, Rules of the Board,
"Rules"). This rule is effective for audits of
fiscal years ending on or after
November 15, 2007.

PCAOB Conforming
Amendments to the Interim
Auditing Standards (AICPA,
PCAOB Standards and
Related Rules, Rules of the
Board, "Standards")
Issue Date: November 15,
2008
(Applicable to audits
conducted in accordance with
PCAOB standards)

In conjunction with the PCAOB's
adoption of Auditing Standard No. 6, the
PCAOB also adopted a number of
conforming amendments to its interim
standards. The conforming amendments
can be found in appendix 2 o f PCAOB
Release No. 2008-001 at www.pcaob.org/
Rules/Docket_023/PCAOB_Release_No.
_2008-001_--_Evaluating_Consistency.pdf.

PCAOB Conforming
Amendments to the Interim
Auditing Standards (AICPA,
PCAOB Standards and
Related Rules, Rules of the
Board, "Standards")
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

In conjunction with the PCAOB's
adoption of Auditing Standard No. 5, the
PCAOB also adopted a number of
conforming amendments to its interim
standards. The conforming amendments
can be found in appendix 3 o f PCAOB
Release No. 2007-005A at
www.pcaob.org/Rules/Docket_021/200706-12_Release_No_2007-005A.pdf.
These amendments are effective for
audits of fiscal years ending on or after
November 15, 2007, the same effective
date of Auditing Standard No. 5.
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Recent Auditing and Attestation Pronouncements
and Related Guidance

PCAOB Release No.
2007-001, Observations on
Auditors' Implementation o f
PCAOB Standards Relating
to Auditors'Responsibilities
With Respect to Fraud
(AICPA, PCAOB Standards
and Related Rules, "Selected
SEC-Approved PCAOB
Releases")
Issue Date: January 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This release focuses on aspects of the
PCAOB's interim auditing standards that
address the auditor's responsibility with
respect to fraud, specifically AU section
316, Consideration o f Fraud in a
Financial Statement Audit (AICPA,
PCAOB Standards and Related Rules).
This report does not change or propose to
change any existing standard nor is the
PCAOB providing any new interpretation
of existing standards.

PCAOB Staff Questions and
Answers, Ethics and
Independence Rules
Concerning Independence,
Tax Services, and Contingent
Fees (AICPA, PCAOB
Standards and Related Rules,
PCAOB Staff Guidance, sec.
100 par. .05)
Issue Date: April 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

Topics covered include the following:
• The application of PCAOB Rule 3522(a),
Tax Transactions (AICPA, PCAOB Stan
dards and Related Rules, Rules of the
Board, "Rules"), when conditions of con
fidentiality are imposed by tax advisors
who are not employed by or affiliated
with the registered public accounting
firm
• Whether a public accounting firm can
advise an audit client on the tax con
sequences of structuring a particular
transaction
• Whether a registered public accounting
firm's independence is affected by the
IRS's subsequent listing of a transac
tion that the firm marketed, planned,
or opined in favor of, as described in
PCAOB Rule 3522(b)
• Clarification that the auditor must eval
uate whether a person is in a financial
reporting oversight role at affiliates and
not just the audit client itself
• Clarification of the term other change in
employment event as it relates to PCAOB
Rule 3522(c)
(continued)
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PCAOB Staff Audit Practice
Alert No. 2, Matters Related
to Auditing Fair Value
Measurements o f Financial
Instruments and the Use o f
Specialists (AICPA, PCAOB
Standards and Related Rules,
PCAOB Staff Guidance, sec.
400 par. .02)
Issue Date: December 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This practice alert highlights certain
requirements in the auditing standards
related to fair value measurements and
disclosures in the financial statements
and certain aspects of generally accepted
accounting principles that are
particularly relevant to the current
economic environment.

Accounting Issues and Developments
Convergence With International Financial Reporting Standards
.102 Since the signing of the Norwalk Agreement by FASB and the Inter
national Accounting Standards Board (IASB), the bodies have had a common
goal—one set of accounting standards for international use. In this agreement,
each body acknowledged its commitment to the development of high quality,
compatible accounting standards that could be used for both domestic and
cross-border financial reporting. In 2005 meetings FASB and the IASB reaf
firmed their commitment to the convergence of U.S. GAAP and International
Financial Reporting Standards (IFRS). A common set of high quality, globally
accepted standards remains the long-term strategic priority of both FASB and
the IASB.
.103 FASB and the IASB have undertaken several joint projects, which
are being conducted simultaneously in a coordinated manner to further the
goal of convergence of U.S. GAAP and IFRS. These ongoing joint projects ad
dress the conceptual framework, business combinations, financial statement
presentation, and revenue recognition. For more information on the status of
this project go to www.fasb.org and www.iasb.org.
SEC Eases Acceptance o f IFRS Financial Statements
.104 On December 21, 2007, the SEC took a major step towards easing
the acceptance of IFRS financial statements by adopting rules to accept from
foreign private issuers financial statements prepared in accordance with IFRS
as issued by the IASB without reconciliation to U.S. GAAP. This rule marks
an important step in the process toward the development of a single set of
high quality, globally accepted accounting standards. This rule became effective
March 4 , 2008. Readers can access this rule at www.sec.gov/rules/final/2007/338879.pdf.

.105 More than 100 countries now either require or allow the use of IFRS
for the preparation of financial statements by listed companies, and additional
countries are moving to do the same. This recent movement to IFRS outside
the United States has resulted in an increase of filings with the SEC of foreign
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private issuers that represent in the footnotes to their financial statements
that their financial statements comply with IFRS as published by the IASB—
from a relative few in 2005 to approximately 110 in 2006. The SEC expects
this number will continue to increase in the future, particularly pursuant to
Canada's announced move to IFRS, as there currently are approximately 500
foreign private issuers from Canada.

.106 This movement to IFRS also has begun to affect U.S. issuers, in partic
ular those with a significant global footprint. For instance, certain U.S. issuers
may compete for capital globally in industry sectors in which a critical mass of
non-U.S. companies report under IFRS. Also, U.S. issuers with subsidiaries lo
cated in jurisdictions that have moved to IFRS may prepare those subsidiaries'
financial statements in IFRS for purposes of local regulatory or statutory filings.
Readers should remain alert to developments regarding convergence.
IFRS "Roadmap"
.107 On August 27, 2008, the SEC voted to publish for public comment a
proposed roadmap that could lead to the use of IFRS by U.S. issuers beginning
in 2014. The SEC would make a decision in 2011 on whether adoption of IFRS
is in the public interest and would benefit investors. The proposed multiyear
plan sets out several milestones that, if achieved, could lead to the use of IFRS
by U.S. issuers in their filings with the SEC.
.108 The top 20 companies in each industry, as determined by market
capitalization, could elect to begin filing IFRS financial statements for fiscal
periods ending after December 15, 2009. If, in 2011, the SEC adopts IFRS for
all filers, the roadmap suggests mandatory filing for large accelerated filers
beginning in 2014, accelerated filers in 2015, and nonaccelerated filers in 2016.
.109 The 60 day comment period will begin when the proposed roadmap
is published in the federal register.
.110 Additionally, in the spotlight section of its Web site, the SEC provides
information on the following topics and groups:
•

SEC roundtable on IFRS held on August 4, 2008

•

SEC roundtable on practical issues surrounding the use of IFRS
in the United States in recent years, and the potential expanded
use of IFRS in future years

•

SEC roundtable on IFRS in the U.S. markets held on December
13, 2007

•

Proposed rulemaking and request for public comments

•

SEC staff roundtable on IFRS roadmap

•

SEC press releases

•

Staff review of financial statements prepared in accordance with
IFRS

•

Speeches and public statements

This information can be accessed at www.sec.gov/spotlight/ifrsroadmap.htm.

AICPA Launches IFRS.com Web Site
.111 The AICPA is calling for an orderly transition and reasonable time
frame of three to five years for the U.S. accounting profession to adopt IFRS.
During a FASB forum on June 16, 2008, held to facilitate an open dialogue
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about whether and how to move the U.S. financial reporting system to IFRS
and define next steps in that process, it was noted that awareness of IFRS is
growing, but most believe it will take three to five years to prepare.

.112 To assist in both awareness building and education, the AICPA
launched a new Web site, www.ifrs.com, in May 2008. The site provides current
information about developments in international convergence. The growing ac
ceptance of IFRS as a basis for U.S. financial reporting represents a funda
mental change for the U.S. accounting profession. Acceptance of a single set of
high-quality accounting standards for worldwide use by public companies has
been gaining momentum around the globe for the past few years.
.113 Developed by the AICPA, in partnership with its marketing and tech
nology subsidiary, cpa2biz, IFRS.com provides a comprehensive set of resources
for accounting professionals, auditors, financial managers, audit committees,
and other users of financial statements.
.114 The Web site features tools and resources to help CPAs get acquainted
with IFRS, the surrounding issues, and available support. Resources include a
history of convergence, a high-level overview of the differences between IFRS
and U.S. GAAP, frequently asked questions, articles, textbooks, continuing pro
fessional education (CPE) courses and live conference training, helpful links,
and assistance for audit committee members.

FASB Accounting Standards Codification™
.115 On January 15, 2008, FASB launched the one-year verification pe
riod of FASB Accounting Standards Codification™ (ASC). FASB ASC is a major
restructuring of accounting and reporting standards designed to simplify user
access to all authoritative U.S. GAAP by providing all authoritative literature
in a topically organized structure. FASB ASC includes all accounting standards
issued by a standard setter within levels A -D of the current U.S. GAAP hierar
chy, including FASB, AICPA, Emerging Issues Task Force (EITF), and related
literature. FASB ASC also includes relevant authoritative content issued by the
SEC, as well as selected SEC staff interpretations and administrative guidance.
.116 The purpose of FASB ASC is not to change GAAP, but rather to
reorganize thousands of GAAP pronouncements into approximately 90 topics.
At the end of the one year verification period, FASB is expected to formally
approve FASB ASC as the single source of authoritative U.S. accounting and
reporting standards, other than guidance issued by the SEC. At that time, FASB
will supersede all then-existing non-SEC accounting and reporting standards.
All other nongrandfathered, non-SEC accounting literature not included in the
codification will become nonauthoritative. FASB expects to approve FASB ASC
in April 2009. FASB ASC can be accessed at http://asc.fasb.org/home.
.117 Constituents are encouraged to use FASB's online FASB ASC Re
search System free of charge and provide feedback to FASB on the codification.
.118 The AICPA has published the Financial Reporting Alert FASB Codi
fication Developments—2008 (product no. 029209kk). This Financial Reporting
Alert is intended to provide a better understanding of FASB ASC, outline its
structure, as well as provide case studies on navigating FASB ASC Research
System and performing accounting research.
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Summary of Recent Accounting Pronouncements
and Related Guidance
.119 Presented in the following table is a list of recently issued account
ing pronouncements and related guidance. This alert is intended to be used in
conjunction with AICPA Comprehensive Audit Risk Alert—2008 (product no.
022339kk); therefore, only industry specific pronouncements and related guid
ance or those of specific significance to the industry are summarized herein.
For information on accounting standards issued subsequent to the writing of
this alert, please refer to the AICPA Web site at www.aicpa.org and the FASB
Web site at www.fasb.org. You may also look for announcements of newly issued
standards in the CPA Letter and Journal o f Accountancy.
Recent Accounting Pronouncements and Related Guidance

Financial Accounting Standards Board
(FASB) Statement No. 163
(May 2008)

Accounting for Financial
Guarantee Insurance
Contracts—an interpretation o f
FASB Statement No. 60

FASB Statement No. 162
(May 2008)

The Hierarchy o f Generally
Accepted Accounting Principles

FASB Statement No. 161
(March 2008)

Disclosures about Derivative
Instruments and Hedging
Activities —an amendment o f
FASB Statement No. 133

FASB Statement No. 160
(December 2007)

Noncontrolling Interests in
Consolidated Financial
Statements—an amendment o f
ARB No. 51

FASB Statement No. 141 (revised 2007)
(December 2007)

Business Combinations

FASB Statement No. 159
(February 2007)

The Fair Value Option for
Financial Assets and Financial
Liabilities—Including an
amendment o f FASB Statement
No. 115

FASB Statement No. 158
(September 2006)

Employers' Accounting for
Defined Benefit Pension and
Other Postretirement Plans—an
amendment o f FASB Statements
No. 87, 88, 106, and 132(R)

FASB Statement No. 157
(September 2006)

Fair Value Measurements
(continued)
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FASB Interpretation No. (FIN) 48
(June 2006)

Accounting for Uncertainty in
Income Taxes—an interpretation o f
FASB Statement No. 109
FASB Staff Position (FSP) FIN
48-2, Effective Date o f FASB
Interpretation No. 48 for Certain
Nonpublic Enterprises, issued in
February 2008, defers the effective
date of FIN 48 for certain
nonpublic enterprises, as defined
in the FSP, to the annual financial
statements for fiscal years
beginning after December 15,
2007.

FASB Emerging Issues Task Force
(EITF) Issues
(Various dates)

Go to www.fasb.org/eitf/agenda.
shtml for a complete list of EITF
Issues.

FASB Staff Positions (FSPs)
(Various dates)

Go to www.fasb.org/fasb_staff_
positions/ for a complete list of
FSPs.

AICPA Statement of Position (SOP)
07-1 (AICPA, Technical Practice A ids,
ACC sec. 10,930)

Clarification o f the Scope o f the
Audit and Accounting Guide
Investment Companies and
Accounting by Parent Companies
and Equity Method Investors for
Investments in Investment
Companies
In February 2008, FASB issued
FSP SOP 07-1-1, Effective Date o f
AICPA Statement o f Position 07-1,
which indefinitely defers the
effective date of SOP 07-1. Entities
that early adopted SOP 07-1 before
December 15, 2007 are permitted,
but not required, to continue to
apply the provisions of the SOP. No
other entities may adopt the
provision of the SOP, subject to the
exception in the following
sentence: "If a parent entity that
early adopted the SOP chooses not
to rescind its early adoption, an
entity consolidated by that parent
entity that is formed or acquired
after that parent entity's adoption
of the SOP must apply the
provisions of the SOP in its
standalone financial statements."
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Recent Accounting Pronouncements and Related Guidance

Technical Questions and Answers (TIS)
section 1100.15 (AICPA, Technical
Practice Aids)
(Nonauthoritative)

This question and answer
discusses auditing and
accounting issues related to
withdrawal restrictions placed
on short-term investments by a
money market fund or its
trustee.

TIS sections 6910.25-.28 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers
discuss financial statement
presentation considerations for
investment companies.

TIS sections 6140.20-.22 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers
discuss not-for-profit
organizations fund-raising
expenses.

TIS sections 6931.08-.10 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers
discuss various employee benefit
plan topics.

AICPA Practice Guide
(Nonauthoritative)

Practice Guide on Accounting for
Uncertain Tax Positions Under
FIN 48

.120 O f the accounting pronouncements and related guidance listed in
the previous table, those having particular significance to the real estate and
construction industries are briefly explained here. The following summaries are
for informational purposes only and should not be relied upon as a substitute
for a complete reading of the applicable standard. The AICPA Comprehensive
Audit Risk Alert—2008 and other AICPA industry specific alerts also contain
summaries of recent pronouncements that may not be discussed here. To obtain
copies of AICPA literature, call (888) 777-7077 or visit www.cpa2biz.com.

Real Estate Accounting Issues and Developments
Fair Value Measurements
FASB Statement No. 157
.121 In September 2006, FASB issued FASB Statement No. 157 to pro
vide enhanced guidance for using fair value to measure assets and liabilities.
This standard defines fair value and expands disclosures about fair value mea
surements. The standard applies whenever other standards require (or permit)
assets or liabilities to be measured at fair value. The standard does not expand
the use of fair value in any new circumstances.
.122 Prior to this statement, there were different definitions o f fair value,
and guidance for applying those definitions was dispersed among many account
ing pronouncements. Difference in the existing guidance created inconsisten
cies that added to the complexity in applying GAAP. FASB Statement No. 157
provides increased consistency and comparability in fair value measurements.
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Expanded disclosures about the use of fair value to measure assets and liabili
ties should provide users of financial statements with better information about
the use of fair value in the financial statements, the inputs used to develop the
measurements, and the effect of the measurements on earnings (or changes in
net assets) for the period.

.123 In February 2008, FASB issued FASB Staff Position (FSP) FAS
157-1, Application o f FASB Statement No. 157 to FASB Statement No. 13 and
Other Accounting Pronouncements That Address Fair Value Measurements for
Purposes o f Lease Classification or Measurement under Statement 13, which
amends FASB Statement No. 157, to exclude FASB Statement No. 13, Account
ing for Leases, and other accounting pronouncements that address fair value
measurements for purposes of lease classification or measurement under FASB
Statement No. 13. However, this scope exception does not apply to assets ac
quired and liabilities assumed in a business combination that are required to
be measured at fair value under FASB Statement No. 141, Business Combi
nations or FASB Statement No. 141(R), Business Combinations, regardless of
whether those assets and liabilities are related to leases. This FSP is effective
upon the initial adoption of FASB Statement No. 157.
.124 FASB Statement No. 157 is effective for financial statements issued
for fiscal years beginning after November 15, 2007, and interim periods within
those fiscal years. Early adoption is permitted. However, in February 2008,
FASB also issued FSP FAS 157-2, Effective Date o f FASB Statement No. 157,
which is effective upon issuance. This FSP delays the effective date of FASB
Statement No. 157 until fiscal years beginning after November 15, 2008, and
interim periods within those fiscal years for fair value measurements of all
nonfinancial assets and nonfinancial liabilities, except for items that are recog
nized or disclosed at fair value in the financial statements on a recurring basis
(at least annually). The delay is intended to allow FASB and its constituents
the time to consider the various implementation issues associated with FASB
Statement No. 157. In October 2008, FASB issued FSP FAS 157-3, Determining
the Fair Value o f a Financial Asset When the Market for That Asset Is Not Active,
which clarifies FASB Statement No. 157's application in an inactive market and
also amends the standard to include an illustrative example. See the section
of this alert entitled Measurements of Fair Value in Illiquid Markets for fur
ther discussion of FSP FAS 157-3. Readers can access the full text o f FASB
Statement No. 157 and the previously referenced FSPs on the FASB Web site
at www.fasb.org.
Measurements o f Fair Value in Illiquid Markets
.125 Most of the subprime mortgages making headlines were ultimately
financed via securitization issuances. As a result of the growing numbers of
defaults and foreclosures and uncertainty about the future, investors in these
securities and lenders who issued these securities have almost come to a stand
still causing a liquidity crisis. This has caused significant declines in the values
o f existing loans and mortgage backed securities held by both lenders and in
vestors given the lack of demand. This has also spread to a lack of demand for
investments in CDOs, as many hold securities backed by subprime mortgages,
and even the short-term commercial paper market.
.126 Given the state of the market, there is confusion around the use of
"market" quotes and whether current market prices represent fair value in ac
cordance with FASB Statement No. 157 or are in actuality distressed sales. To
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clarify the application of FASB Statement No. 157 in an inactive market, in
October 2008 FASB issued FSP FAS 157-3. This FSP also amends FASB State
ment No. 157 to include an illustrative example. FSP FAS 157-3 noted the con
sistency between the guidance provided in it and the guidance provided in the
SEC and FASB press release. Readers are encouraged to review the full text of
the FSP and the amended standard (inclusive of its recently added illustrative
example) on the FASB Web site at www.fasb.org. The FSP was effective upon
issuance, including any prior periods for which financial statements have not
been issued. Any revisions from changes in valuation techniques or their appli
cation shall be accounted for as a change in accounting estimate in accordance
with FASB Statement No. 154, Accounting Changes and Error Corrections—a
replacement o f APB Opinion No. 20 and FASB Statement No. 3 ; however, the
disclosure provisions of FASB Statement No. 154 for such revisions are not
required.

.127 FSP FAS 157-3 noted, "Broker (or pricing service) quotes may be
an appropriate input when measuring fair value, but they are not necessarily
determinative if an active market does not exist for the financial asset... In
weighing a broker quote as an input to a fair value measurement, an entity
should place less reliance on quotes that do not reflect the result of market
transactions. Further, the nature of the quote (for example, whether the quote
is an indicative price or a binding offer) should be considered when weighing
the available evidence." As discussed in paragraph 7 o f FASB Statement No.
157, "[A]n orderly transaction is a transaction that assumes exposure to the
market for a period prior to the measurement date to allow for marketing ac
tivities that are usual and customary for transactions involving such assets or
liabilities; it is not a forced transaction (for example, a forced liquidation or dis
tress sale)." Low transaction volume involving such assets does not necessarily
translate into forced sales, nor does it necessarily mean the market is inactive.
To deem a transaction forced or disorderly, persuasive evidence and judgment
are required.
.128 If transaction volume is too low to provide accurate pricing infor
mation and therefore a level 1 input, those observable transactions are to be
considered level 2 inputs or even level 3 inputs if they are significantly adjusted.
The AICPA Center for Audit Quality's (CAQ) October 2007 white paper on the
topic noted some characteristics of an inactive market are "few transactions
for the asset, the prices are not current, price quotations vary substantially, or
in which little information is released publicly." In describing an inactive mar
ket as well, the SEC and FASB Press Release noted, "A significant increase in
the spread between the amount sellers are 'asking' and the price that buyers
are 'bidding', or the presence of a relatively small number of 'bidding' parties,
are indicators that should be considered in determining whether a market is
inactive."
.129 The lack of an active market and the information obtained from it
require further analysis. According to FSP FAS 157-3, "[I]n cases where the
volume and level of trading activity in the asset have declined significantly,
the available prices vary significantly over time or among market participants,
or the prices are not current, the observable inputs might not be relevant and
could require significant adjustment." Further, the SEC and FASB Press Re
lease noted, "[I]n some cases using unobservable inputs (level 3) might be more
appropriate than using observable inputs (level 2); for example, when signif
icant adjustments are required to observable inputs it may be appropriate to
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utilize an estimate based primarily on unobservable inputs." When significant
adjustments are made to an observable input (level 2), it becomes a level 3 fair
value measurement.

.130 Paragraph C85 of FASB Statement No. 157 states, "[T]he reporting
entity may use its own data to develop unobservable inputs, provided that
there is no information reasonably available without undue cost and effort that
indicates that market participants would use different assumptions in pricing
the asset or liability." A reporting entity is prohibited from ignoring observable
transaction or assumptions that are reasonably available without undue cost
and effort.
.131 The FSP concluded, "[T]he use of a reporting entity's own assump
tions about future cash flows and appropriately risk-adjusted discount rates is
acceptable when relevant observable inputs are not available." Similarly, the
SEC and FASB press release noted, ”[i]n some cases, multiple inputs from dif
ferent sources may collectively provide the best evidence of fair value. In these
cases expected cash flows would be considered alongside other relevant infor
mation. The weighting of the inputs in the fair value estimate will depend on
the extent to which they provide information about the value of an asset or
liability and are relevant in developing a reasonable estimate."
.132 The AICPA, in October 2008 (as mentioned in the "Audit Risks Arising
From Current Economic Conditions" section), issued a nonauthoritative TPA
around liquidity restrictions. TIS section 1100.15 provides useful information
to accountants and auditors when an entity's short-term investments (such
as money market funds) have become restricted by the fund (or its trustee).
The full technical practice aid can be obtained from the AICPA's Web site,
www.aicpa.org.
FASB Statement No. 159
.133 Subsequent to the issuance of FASB Statement No. 157, FASB issued
FASB Statement No. 159. This statement is expected to expand the use of fair
value measurement, which is consistent with FASB's long-term measurement
objectives for accounting for financial instruments. FASB Statement No. 159
allows entities to choose to measure many financial instruments and certain
other items at fair value. The standard permits an entity to elect the fair value
option on an instrument-by-instrument basis; and once the election is made, it is
irrevocable. This statement's objective is to improve financial reporting by pro
viding entities with an opportunity to mitigate volatility in reported earnings
caused by measuring related assets and liabilities differently, without having
to apply complex hedge accounting provisions.
.134 In addition, FASB Statement No. 159 establishes presentation and
disclosure requirements designed to facilitate comparisons between entities
that choose different measurement attributes for similar types of assets and
liabilities. The statement does not eliminate disclosure requirements included
in other accounting standards, such as the requirements for disclosures about
fair value measurements included in FASB Statement No. 107, Disclosures
about Fair Value o f Financial Instruments, and FASB Statement No. 157.
.135 FASB Statement No. 159 is effective as of the beginning of an entity's
first fiscal year after November 15, 2007. FASB and the SEC expressed concern
in the way some early adopters applied the transition provisions of the stan
dard. The CAQ issued an alert on this development in April 2007. The alert
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advises auditors to exercise appropriate professional skepticism when evaluat
ing if a principles based standard, such as this, is applied in a good faith manner
consistent with those objectives and principles. Specifically the alert warns au
ditors to "be alert for circumstances in which an entity proposes to adopt FASB
Statement No. 159 in a manner that is contrary to the principles and objec
tives outlined in the standard." The alert can be accessed at www.thecaq.org/
newsroom/pdfs/CAQPressRelease_041807a.pdf. Readers can access the full text
of FASB Statement No. 159 on the FASB Web site at www.fasb.org.

Loan Modifications Within the Scope of Qualifying
Special Purpose Entities
.136 When the accounting world began to digest the state of the residential
real estate market, a common question surfaced around what activities were
permitted by a servicer when loans had been securitized by a qualifying special
purpose entity (QSPE) in accordance with FASB Statement No. 140, Accounting
for Transfers and Servicing o f Financial Assets and Extinguishments o f Liabil
ities, and therefore had not been consolidated by the transferor entity. After a
series of SEC letters in 2007, the chief accountant of the SEC issued a letter
dated January 8,2008, that finalized the SEC's position on this matter. The let
ter can be accessed at sec.gov/info/accountants/staffletters/hanish010808.pdf.
The letter describes the issue as follows: "[N]either FAS 140 nor the related in
terpretative guidance indicates whether it would be appropriate for a servicer
to modify a securitized mortgage in a QSPE prior to an actual delinquency or
default and, if so, the relevant disclosures that may be necessary when such
modifications occur." For an entity to maintain QSPE status, its activities are
restricted by FASB Statement No. 140.
.137 Stating the SEC's position on the matter, this letter referred to
the Streamlined Foreclosure and Loss Avoidance Framework for Securitized
Subprime Adjustable Rate Mortgage Loans (ASF Framework) issued by the
American Securitization Forum on December 6, 2007, as revised on July 8,
2008, which can be found at www.americansecuritization.com/uploadedFiles/
ASFStreamlinedFramework7.8.08.pdf. Essentially, the ASF Framework pro
vides guidance to servicers around refinancing and categorizes select subprime
residential adjustable rate mortgage loans into three segments. Segment two
contains mortgages where default is deemed to be reasonably foreseeable, and
these loans have therefore been permitted to be modified before default occurs
without invalidating an entity's QSPE status. It was determined no additional
interpretative guidance from FASB was necessary. However, it should be noted
this is interim guidance as FASB has been in the process of simplifying the
guidance in FASB Statement No. 140 since 2003.

FASB Statement No. 140 Project
.138 The board has undertaken a project to amend and simplify FASB
Statement No. 140. The board has issued a proposed exposure draft in the third
quarter of 2008 and expects to issue a final document in the fourth quarter of
2008. This project is being performed in conjunction with FASB's project on
FASB Interpretation No. (FIN) 46, Consolidation o f Variable Interest Entities.
The proposed amendments to FASB Statement No. 140 should be applied in
fiscal years beginning after November 15, 2009 (effective date), on a prospective
basis. QSPEs that existed prior to the effective date must also apply these
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amendments. FASB is considering a different effective date for private entities.
The proposed amendments include the following:
•

Removing the concept of a qualifying special purpose entity from
FASB Statement No. 140 and removing the scope exception for
QSPEs from FIN 46 (revised 2003), Consolidation o f Variable In
terest Entities

•

Changing the derecognition criteria

•

Changing the initial and subsequent measurement of beneficial
interests received by the transferor

•

Removing the fair value practicability exception

•

Changing the exceptions related to guaranteed mortgage securi
tizations

•

Changing the disclosure requirements

.139 FASB has also decided to separately issue a FSP that would require
many of the approved disclosures to be made by an entity as soon as possible,
that is, before the effective date of the amendments discussed previously. A
draft of the proposed FSP, FSP FAS 140-e and FIN 46(R), Disclosures About
Transfers o f Financial Assets and Interests in Variable Interest Entities, was
issued on September 15, 2008, for a 30 day comment period, and a final FSP is
expected to be issued in the fourth quarter of 2008. In the proposed FSP, FASB
recommends the FSP be effective at the end of the reporting period in which
the FSP is issued due to the urgent need to improve transparency. Accountants
and auditors are encouraged to follow the status of this proposed FSP on the
FASB Web site. Readers should also note the exposure draft of the proposed
amendments to FIN 46 (revised December 2003), posted on the FASB Web site
in September 2008.
FASB Staff Position FAS 140-3
.140 In February 2008, FASB issued FSP FAS 140-3, Accounting for Trans
fers o f Financial Assets and Repurchase Financing Transactions, to provide
guidance when a purchase of a financial asset and its financing via repurchase
agreement occurs contemporaneously. It is effective for financial statements
issued for fiscal years beginning after November 15, 2008, and interim peri
ods within those years. No early adoption is permitted, and it shall be applied
prospectively to initial transfers and repurchase financings that are executed
on or after the beginning of the fiscal year in which this FSP is initially applied.
.141 Determining whether the transaction is linked is the first step. To
avoid being linked, all of the following criteria must be met:
•

The two transactions have a valid and distinct business or eco
nomic purpose for being entered into separately.

•

The initial transferor does not regain control over the financial
asset from the repurchase financing.

•

The initial transfer and the repurchase financing are not contrac
tually contingent.

•

The repurchase financing gives the initial transferor recourse to
the initial transferee upon default.

•

The financial asset is readily obtainable in the marketplace.
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The maturity date of the repurchase financing must be prior to
the maturity of the financial asset.

.142 If the transaction is deemed linked, it must be evaluated for sale
accounting under FASB Statement No. 140. If it does not qualify as a sale, the
transaction shall be accounted for based on the overall economics, which typi
cally creates a forward contract to be evaluated for derivative treatment under
FASB Statement No. 133, Accounting for Derivatives and Hedging Activities.

Buy-Sell Clauses
.143 In December 2007, FASB ratified the consensus on EITF Issue No.
07-6, "Accounting for the Sale of Real Estate Subject to the Requirements of
FASB Statement No. 66 When the Agreement Includes a Buy-Sell Clause."
It will be effective for new arrangements entered into and any assessments
performed in fiscal years beginning after December 15, 2007, and any interim
periods within those years.
.144 The buy-sell clause is a contractual term that gives both of the in
vestors of the jointly owned entity the ability to offer to buy the other investor's
interest. It is designed to incorporate into the transaction price the natural ten
sion between the interests of both investors in a buy-sell situation and thereby
achieve an acceptable outcome for both investors. Furthermore, the buy-sell
clause provides investors with an exit strategy for closely held investments.
The issue is whether an irrevocable buy-sell clause represents a prohibited form
of continuing involvement that would preclude partial sale and profit recogni
tion pursuant to FASB Statement No. 66, Accounting for Sales o f Real Estate,
assuming all other criteria have been met. EITF Issue No. 07-6 states the afore
mentioned determination is a matter of judgment and requires consideration
of all relevant facts and circumstances of the transaction at the time the real
estate is sold into the jointly owned entity. This clause should be evaluated to
determine if it gives the buyer an in-substance option to acquire the buyer's
interest in the jointly owned entity (thereby reacquiring the real estate).

Accounting by Lessees for Maintenance Deposits
.145 At the EITF meeting on June 25, 2008, EITF Issue No. 08-3, "Ac
counting by Lessees for Maintenance Deposits," was ratified with an effective
date for fiscal years beginning after December 15, 2008, and interim periods
within those fiscal years. Earlier application is not permitted. The issue ad
dressed in EITF Issue No. 08-3 is whether lessees of equipment should account
for maintenance deposits to the lessor as deposits or as contingent rental ex
pense. These deposits are reimbursed to the lessee for maintenance costs over
the term of the lease, but any unused amounts remaining at the end of the lease
are nonrefundable. Only deposits with the aforementioned characteristics are
within the scope of this issue.
.146 When the equipment lease provides for required maintenance de
posits to the lessor, the initial accounting is as a deposit. When the maintenance
is performed and reimbursed by the lessor to the lessee, the deposit can either
be expensed or capitalized in accordance with the lessee's maintenance account
ing policy. Once it is probable that any remaining deposited amounts will not
be used for maintenance activities for the leased equipment, the amount is rec
ognized as an additional expense immediately by the lessee. This issue does
not provide revenue recognition guidance for the lessor. Readers can access the
complete EITF abstract on the FASB Web site for further details.

ARA-CON .146

46

Audit Risk Alert

Construction Accounting Issues and Developments
Revenue Recognition
.147 As noted previously in this alert, SOP 81-1 provides guidance on
revenue recognition for construction contractors. SOP 81-1 requires a contractor
to use the percentage-of-completion method for recognizing revenue whenever it
can produce reasonably dependable estimates. A rebuttable presumption exists
that the percentage-of-completion method will produce reasonably dependable
estimates.
.148 The completed-contract method should be used only in instances
in which reasonable, dependable estimates of construction costs cannot be
made. The completed-contract method may also be used if there are no
material differences between that method and the percentage-of-completion
method. Situations in which there are no material differences may occur
when a contractor performs primarily short-term contracts, for example, a
small plumbing contractor whose projects are completed so quickly that the
work is somewhat analogous to the manufacture of shelf production items for
sale.
.149 The revenue recognition method should be disclosed in the financial
statements. If the percentage-of-completion method is used, the financial state
ments should disclose the method of computing percentage-of-completion (for
example, cost-to-cost). If the completed contract method is used, the reason for
selecting the method should be indicated.
.150 In December 1999, the SEC, in an attempt to fill the gap in gen
eral revenue recognition guidance, released Staff Accounting Bulletin (SAB)
No. 101, Revenue Recognition in Financial Statements. SAB No. 101 was su
perseded by SAB No. 104, Revenue Recognition, in December 2003. Financial
statement preparers and auditors of public construction companies are most
directly affected by SAB No. 104. However, auditors of nonpublic companies
may also find the information contained in SAB No. 104 useful. The issuance
o f SAB No. 104 did not affect the guidance for revenue recognition contained in
SOP 81-1.

Recent AICPA Independence and Ethics Pronouncements
.151 AICPA Independence and Ethics Developments—2008 (product no.
022479kk) contains a complete update on new independence and ethics pro
nouncements. This alert can be obtained by calling the AICPA at (888) 777-7077
or visiting www.cpa2biz.com. Readers should obtain this alert to be aware of
independence and ethics matters that will affect their practice.

On the Horizon
.152 Auditors should keep abreast of auditing and accounting develop
ments and upcoming guidance that may affect their engagements. The following
sections present brief information about some ongoing projects that have par
ticular significance to the real estate and construction industries or that may
result in significant changes. Remember that exposure drafts are nonauthori
tative and cannot be used as a basis for changing existing standards.
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.153 The following table lists the various standard setting bodies' Web
sites, where information may be obtained on outstanding exposure drafts, in
cluding exposure drafts that may be downloaded. These Web sites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed
here. Readers should refer to information provided by the various standard
setting bodies for further information.

Standard-Setting Body

Web Site

AICPA Auditing
Standards Board (ASB)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+Attest+
Standards/Auditing+Standards+Board/

Financial Accounting
Standards Board (FASB)

www.fasb.org

Public Company
Accounting Oversight
Board (PCAOB)

www.pcaob.org

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/Professional+Resources/
Professional+Ethics+Code+of+Professional+
Conduct/Professional+Ethics/

Securities and Exchange
Commission (SEC)

www.sec.gov

Auditing Pipeline—Nonissuers
ASB Clarity Project
.154 The Auditing Standards Board (ASB) formed a Clarity Task Force to
address concerns over the clarity, length, and complexity of GAAS. In March
2007, the ASB approved for exposure a discussion paper Improving the Clarity
o f ASB Standards. Over the next two or three years, the ASB will be redrafting
all of the existing auditing sections contained in the Codification o f Statements
on Auditing Standards (AU sections of the AICPA's Professional Standards), to
apply the clarity drafting conventions and to converge with the International
Standards on Auditing issued by the International Auditing and Assurance
Standards Board. The ASB proposes that, except to address current issues,
all redrafted standards will become effective at the same time. Only those
standards needing to address current issues would have earlier effective dates.
The ASB believes that a single effective date will ease the transition to, and im
plementation of, the redrafted standards. The effective date will be long enough
after all redrafted statements are finalized to allow sufficient time for training
and updating of firm audit methodologies. Currently, the date is expected to be
for audits of financial statements for periods beginning no earlier than Decem
ber 15, 2010. This date depends on satisfactory progress being made, and will
be amended should that prove necessary. See the Clarity Project Explanatory
Memorandum and the discussion paper Improving the Clarity o f ASB Stan
dards at www.aicpa.org/Professional+ Resources/Accounting+and+Auditing/
Audit+and+Attest+Standards/Improving+the+Clarity+of+ASB+Standards.htm.
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Auditing Pipeline—Issuers
.155 Guidance issued by the PCAOB is included in the section of this
alert titled "Summary of Recent Auditing and Attestation Pronouncements and
Related Guidance." For more information regarding recent developments at
both the SEC and PCAOB, readers may refer to the Audit Risk Alert SEC and
PCAOB Developments—2008.

Accounting Pipeline
.156 A number of accounting projects and pronouncements are currently
in progress. For a summary o f significant accounting projects and pronounce
ments, refer to AICPA Comprehensive Audit Risk Alert—2008 (product no.
022339kk). Such in progress issues include the following:
•

Accounting for hedging activities exposure draft

•

Accounting for contingencies exposure draft

•

Phase 2 of the fair value project

•

Transfers of financial assets project

•

Earnings per share convergence project

•

Income tax convergence project

•

Leases project

•

Reporting discontinued operations project

•

Going concern proposed statement

•

Subsequent events proposed statement

•

Amendments to FIN 46(R) proposed statement

Fair Value
.157 During phase 1 of FASB's fair value option project, FASB issued FASB
Statement No. 159, which was previously discussed. In phase 2 of the project,
FASB will consider allowing the fair value option for certain nonfinancial assets
and nonfinancial liabilities and deposit liabilities of depository institutions,
which are excluded from the scope of FASB Statement No. 159. Deliberations
on phase 2 are expected to begin in the first quarter of 2008. Readers should
remain alert to developments by visiting the FASB Web site.
Proposed FASB Emerging Issues Task Force Issues and Staff Positions
.158 P r o p o s e d F A S B E I T F Issu es. Numerous open issues are under de
liberation by the EITF. Readers should visit the FASB Web site at www.fasb.org/
eitf/agenda.shtml for complete information.
.159 P r o p o s e d F A S B S t a f f P o sitio n s (F SP s). A number of proposed
FSPs are currently in progress. Readers should visit the FASB Web site at www.
fasb.org/fasb_staffpositions/ for complete information.

Resource Central
.160 The following are various resources that practitioners engaged in the
real estate or construction industries may find beneficial.
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Publications
.161 Practitioners may find the following publications useful. Choose the
format best for you—online, print, or CD-ROM.
•

Audit and Accounting Guide Construction Contractors (2008)
(product no. 012588kk [paperback], WCC-XXkk [online with the
associated Audit Risk Alert], or DCC-XXkk [CD-ROM with the
associated Audit Risk Alert])

•

Audit and Accounting Guide Investment Companies (2008) (prod
uct no. 012628kk [paperback], WIN-XXkk [online with the asso
ciated Audit Risk Alert], or DIN-XXkk [CD-ROM with the associ
ated Audit Risk Alert])

•

Audit and Accounting Guide Depository and Lending Institutions
(2008) (product no. 012738kk [paperback], WDL-XXkk [online
with the associated Audit Risk Alert], or DDL-xxkk [CD-ROM
with the associated Audit Risk Alert])

•

Audit Guide Analytical Procedures (2008) (product no. 012558kk
[paperback], WAN-XXkk [online], or DAN-XXkk [CD-ROM])

•

Audit Guide Assessing and Responding to Audit Risk in a Finan
cial Statement Audit (2006) (product no. 012456kk [paperback] or
WRA-XXkk [online])

•

Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2008) (product no. 012528kk [pa
perback], WDI-XXkk [online], or DDI-XXkk [CD-ROM])

•

Audit Guide Auditing Revenue in Certain Industries (2008) (prod
uct no. 012518kk [paperback], WAR-XXkk [online], or DAR-XXkk
[CD-ROM])

•

Audit Guide Audit Sampling (2008) (product no. 012538kk [pa
perback], WAS-XXkk [online], or DAS-XXkk [CD-ROM])

•

Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (2008) (product no. 012778kk [paperback], WSV-XXkk
[online], or DSV-XXkk [CD-ROM])

•

AICPA Comprehensive Audit Risk Alert—2008 (product no.
022339kk [paperback], WGE-XXkk [online], or DGE-XXkk [CDROM])

•

Audit Risk Alert Compilation and Review Developments—2008
(product no. 022309kk [paperback], WCR-XXkk [online], or DCRXXkk [CD-ROM])

•

Audit Risk Alert Depository and Lending Institution Industry
Developments—2008 (product no. 022299kk [paperback], WDLXXkk [online with the associated Audit and Accounting Guide],
or DDL-XXkk [CD-ROM with the associated Audit and Account
ing Guide])

•

Audit Risk Alert Independence and Ethics Developments—2008
(product no. 022479kk [paperback], WIA-XXkk [online], or DIAXXkk [CD-ROM])

•

Audit Risk Alert Investment Companies Industry Developments—
2008 (product no. 022369kk [paperback], WIN-XXkk [online with
the associated Audit and Accounting Guide], or DIN-XXkk [CDROM with the associated Audit and Accounting Guide])
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•

Audit Risk Alert SEC and PCAOB Developments—2008 (product
no. 022499kk [paperback])

•

Audit Risk Alert Understanding the New Auditing Standards Re
lated to Risk Assessment (product no. 022526kk [paperback])

•

Checklist Supplement and Illustrative Financial Statements for
Construction Contractors (product no. 008928kk [paperback] or
WCS-CLkk [online])

•

Checklists and Illustrative Financial Statements for Depository
and Lending Institutions (product no. 008918kk [paperback] or
WDP-CLkk [online])

•

Checklist Supplement and Illustrative Financial Statements for
Investment Companies (product no. 008948kk [paperback] or WISCLkk [online])

•

Checklist Supplement and Illustrative Financial Statements for
Real Estate Ventures (product no. 008978kk [paperback] or WRSCLkk [online])

•

Audit and Accounting Manual (2008) (product no. 005138kk [pa
perback], WAM-XXkk [online], or AAM-XXkk [loose leaf])

•

Accounting Trends & Techniques, 62nd Edition (product no.
009900kk [paperback] or WAT-XXkk [online])

.162 Additional resources for accountants in business and industry are
the Financial Reporting Alert series, designed to be used by members of an
entity's financial management and audit committee to identify and understand
current accounting and regulatory developments affecting the entity's financial
reporting.
•

Financial Reporting Alert Current Accounting Issues and Risks—
2008 (product no. 029208kk)

•

Financial Reporting Alert FASB Codification Developments—
2008 (product no. 029209kk)

AICPA reSOURCE: Accounting and Auditing Literature
.163 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, you can sign up for access to the entire library. Get access—
anytime, anywhere—to the AICPA's latest Professional Standards, Technical
Practice Aids, Audit and Accounting Guides (more than 20), Audit Risk Alerts
(more than 15), and Accounting Trends & Techniques. To subscribe to this es
sential online service for accounting professionals, go to www.cpa2biz.com.

Continuing Professional Education
.164 The AICPA offers a number of CPE courses that are valuable to CPAs
working in public practice and industry, including the following:
•
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•

SEC Reporting (product no. 736775kk [text] or 186756kk [DVD]).
Confidently comply with the latest SEC reporting requirements
with this comprehensive course. It clarifies new, difficult, and im
portant reporting and disclosure requirements and gives you ex
amples and tips for ensuring compliance.

•

International Versus U.S. Accounting: What in the World is the
Difference? (product no. 731666kk [text]). With the fast pace of
the convergence project, understanding the differences between
IFRS and U.S. GAAP is becoming more important for businesses
of all sizes. This course outlines the major differences between
IFRS and U.S. GAAP.

•

The International Financial Reporting Standards: An Overview
(product no. 157220kk [online] or 739750HSkk [DVD]). This
course captures a live presentation on IFRS given to the AICPA
board of directors.

.165 Among the many courses, the following are specifically related to the
real estate or construction industries
•

Real Estate Accounting and Auditing (product no. 730608kk)

•

FIN 46R Variable Interest Entity Consolidation Rules: Not Just a
Big Company Issue! (product no. 733212kk)

•

Construction Contractors: Accounting, Auditing, and Tax (product
no. 736432kk)

•

Construction Contractors Advanced Issues (product no. 731994kk)

Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.166 AICPA CPExpress (formerly AICPA InfoBytes), offered exclusively
through CPA2Biz, is AICPA's flagship online learning product. AICPA members
pay $180 for a new subscription and $149 for the annual renewal. Nonmembers
pay $435 for a new subscription and $375 for the annual renewal. Divided into
1-credit and 2-credit courses that are available 24 hours a day, 7 days a week,
AICPA CPExpress offers hundreds of hours of learning in a wide variety of
topics. Some topics of special interest to the real estate industry include the
following:
•

Planning the Audit o f a Real Estate Entity's Financial State
ments

•

Accounting for Sale-Leasebacks and Nonmonetary Exchanges

•

Accounting for the Sale o f Real Estate Assets

•

Accounting for Rental Operations and Investments in Real Estate
Ventures

•

Accounting for the Impairment o f Completed Real Estate Projects

•

Auditing Real Estate Transactions

•

Introduction to the Real Estate Valuation Process

.167 Some topics of special interest to the construction industry include
the following:
•

Construction Contractors: Nature and Significance o f the Con
struction Industry and Cost Allocations
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•

Construction Contractors: Nature o f the Construction Industry

•

Construction Contractors: Contract Accounting

•

Construction Contractors: Other Auditing Considerations

•

Construction Contractors: Audit Risks in the Construction In
dustry

•

Construction Contractors: Internal Control Issues in the Construc
tion Industry

To register or learn more, visit www.cpa2biz.com.

Webcasts
.168 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA webcasts are high quality, two hour CPE programs
that bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion.
If you cannot make the live event, each webcast is archived and available on
CD-ROM.
CFO Quarterly Roundtable Series
.169 The CFO Quarterly Roundtable Webcast Series, brought to you each
calendar quarter via webcast, covers a broad array of "hot topics" that success
ful organizations employ and subjects that are important to the CFO's personal
success. From financial reporting, budgeting, and forecasting to asset manage
ment and operations, the roundtable helps CFOs, treasurers, controllers, and
other financial executives excel in their demanding roles.
SEC Quarterly Update Series
.170 The SEC Quarterly Update Webcast Series, brought to you each cal
endar quarter, showcases the profession's leading experts on what is "hot" at the
SEC. From corporate accounting reform legislation and new regulatory initia
tives to accounting and reporting requirements and corporate finance activities,
these hard-hitting sessions will keep you "plugged in" to what is important. A
must for preparers in public companies and practitioners who have public com
pany clients, this is the place to be when it comes to knowing about the areas
of current interest at the SEC.

Member Service Center
.171 To order AICPA products, receive information about AICPA activ
ities, and get help with your membership questions, call the AICPA Service
Operations Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.172 Do you have a complex technical question about GAAP, other
comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. Beginning January 14, 2008,
hotline hours were extended so that the hotline is now available from 9 a.m. to
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8 p.m. on weekdays. You can reach the Technical Hotline at (877) 242-7212 or at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting
+and+Auditing+Technical+Help/.

EHiics Hotline
.173 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077.

Industry Conferences
.174 The AICPA offers an annual National Real Estate Conference in the
fall. The National Real Estate Conference is a two day conference designed to
update attendees on recent developments related to real estate accounting and
auditing, tax, and management issues. It delivers solid news about the emerg
ing trends in the real estate market and offers new ideas for the accounting
and financial management of the real estate industry.
.175 The AICPA also offers an annual National Construction Industry
Conference in the late fall. The National Construction Industry Conference
is a two-day conference on the latest industry trends, as well as most recent
compliance issues.
.176 For further information about these conferences, call (888) 777-7077
or visit www.cpa2biz.com.

The Center for Audit Quality
.177 The CAQ, which is affiliated with the AICPA, was created to serve
investors, public company auditors, and the markets. The CAQ's mission is to
foster confidence in the audit process and to aid investors and the capital mar
kets by advancing constructive suggestions for change rooted in the profession's
core values of integrity, objectivity, honesty, and trust.
.178 To accomplish this mission, the CAQ works to make public company
audits even more reliable and relevant for investors in a time o f growing finan
cial complexity and market globalization. The CAQ also undertakes research,
offers recommendations to enhance investor confidence and the vitality of the
capital markets, issues technical support for public company auditing profes
sionals, and helps facilitate the public discussion about modernizing business
reporting. The CAQ is a voluntary membership center that supports member
firms that audit or are interested in auditing public companies with educa
tion, communication, representation, and other means. To learn more about
the CAQ, visit thecaq.aicpa.org.

Industry Web Sites
.179 The Internet covers a vast amount of information that may be valu
able to auditors of real estate entities, including current industry trends and
developments.
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.180 Some of the more relevant sites for auditors with real estate clients
include those shown in the following table:

Web Site

Organization

American Securitization Forum

www.americansecuritization.com/

CB Richard Ellis

www.cbre.com/

Colliers International

www.colliers.com/

Grubb & Ellis Company

www.grubb-ellis.com/

Lodging Econometrics

www.lodging-econometrics.com/

Mortgage Bankers Association

www.mbaa.org/

National Association of Realtors

www. ealtor.org/

National Association of Real Estate
Investment Trusts

www.reit.com/

RealtyTrac

www.realtytrac.com/

Real Estate Research Corporation

www.rerc.com/

The Real Estate Roundtable

www.rer.org/

Torto Wheaton Research

www.twr.com/

Urban Land Institute

www.uli.org

.181 Some of the more relevant sites for auditors with construction clients
include those shown in the following table:

Organization

Web Site

Associated Builders and Contractors

www.abc.org/

McGraw-Hill Construction

www.construction.com/

National Association of Realtors

www.realtor.org/

The American Institute of Architects

www.aia.org/

The Associated General Contractors of America

www.agc.org/

The Surety and Fidelity Association of America

www.surety.org/

.182 The real estate and construction practices of some of the larger CPA
firms may also contain industry-specific auditing and accounting information
that is helpful to auditors.
****
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.183 This Audit Risk Alert replaces Real Estate Industry Developments—
2007/08 and Construction Contractors Industry Developments—2007/08.
.184 The Audit Risk Alert Real Estate and Construction Industry Devel
opments will be published annually. As you encounter audit or industry issues
that you believe warrant discussion in next year’s Audit Risk Alert, please feel
free to share them with us. Any other comments that you have about the Au
dit Risk Alert would also be appreciated. You may e-mail these comments to
klichtenstein@aicpa.org or write to:
Keira A. Lichtenstein, CPA
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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Appendix—Additional W eb Resources
Here are some useful Web sites that may provide valuable information to ac
countants.
Web Site Name

Content

Web Site

American
Institute of
CPAs (AICPA)

Summaries of recent
auditing and other
professional standards
as well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com
www.ifrs.com

AICPA
Accounting
Standards
Executive
Committee
(AcSEC)

Issues guides, technical
questions and answers,
and practice bulletins
containing financial,
accounting, and
reporting
recommendations,
among other things

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Accounting+
Standards

AICPA
Accounting and
Review Services
Committee
(ARSC)

Develops and issues
review and compilation
standards and
interpretations

www.aicpa.org/Professional-tResources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Accounting+and+
Review+Services+Committee

AICPA
Professional
Issues Task
Force (PITF)

Accumulates and
considers practice
issues that appear to
present concerns for
practitioners and for
disseminating
information or
guidance, as
appropriate, in the
form of practice alerts

www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Professional+
Issues+Task+Force

Economy.com

Source for analyses,
data, forecasts, and
information on the
United States and
world economies

www.economy.com

The Federal
Reserve Board

Key interest rates

www.federalreserve.gov

Financial
Accounting
Standards
Board (FASB)

Summaries of recent
accounting
pronouncements and
other FASB activities

www.fasb.org

USA.gov

Portal through which
all government
agencies can be
accessed

www.usa.gov
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Government
Accountability
Office (GAO)

Policy and guidance
materials and reports
on federal agency major
rules

www.gao.gov

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and
other GASB activities

www.gasb.org

International
Accounting
Standards Board
(IASB)

Summaries of
International Financial
Reporting Standards
and International
Accounting Standards

www.iasb.org

International
Auditing and
Assurance
Standards Board
(IAASB)

Summaries of
International
Standards on Auditing

www.iaasb.org

International
Federation of
Accountants
(IFAC)

Information on
standards setting
activities in the
international arena

www.ifac.org

Private Company
Financial
Reporting
Committee
(PCFRC)

Information on the
initiative to further
improve FASB's
standard setting
process to consider
needs of private
companies and their
constituents of
financial reporting.

www.pcfr.org

Public Company
Accounting
Oversight Board
(PCAOB)

Information on
accounting and
auditing activities of
the PCAOB and other
matters

www.pcaob.org

Securities and
Exchange
Commission
(SEC)

Information on current
SEC rulemaking and
the EDGAR database

www.sec.gov
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